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PREFACE 


The valuation of public service property is a subject 
that has only recently come into prominence. It has be- 
come of immense importance in recent years with the 
development of public control over public service cor- 
porations. Since the leading case of Smyth v. Ames in 
1898, holding that ordinarily the principal test of whether 
a rate schedule or other regulation is illegal and confis- 
catory is whether it permits the company to earn a fair 
return on the “‘fair value” of its property, the question of 
what elements will be considered by courts and commis- 
sions in determining ‘‘fair value’ has become the critical 
problem in public service regulation. The railroad com- 
missions of several states have had detailed valuations 
made of all the railroad property in the state. The state 
and city public service commissions of which some twenty 
have been created in the last few years are invariably 
authorized and often required by statute to make valua- 
tions of the property of all the railroad, street railway, 
gas, electric light and power, water, telegraph, telephone 
and other public service property within their jurisdiction. 
The movement for the establishment of similar commis- 
sions with valuation powers seems likely to spread until 
it becomes practically universal. 

I have taken up this work as a natural outgrowth of 
duties during the past four years that have required the 
briefing of the various problems arising in connection 
with actual valuations. In working up the subject, 
not only the published decisions of courts have been 
examined but the unpublished reports of special masters 
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in equity, the reports of special arbitrators and appraisal 
commissioners appointed by the courts, the decisions of 
state railroad and public service commissions and the re- 
ports of appraisers appointed by local authority. As much 
of the material referred to is not available even in a well- 
equipped law library, the quotations made are very full, 
and sufficient additional information is given to permit 
the reader to use and cite the precedents referred to with 
assurance that he has a full and accurate statement of 
the essential facts. Even opinions from the published 
law reports are also quoted and annotated with unusual 
fullness. This serves several purposes: First, it facilitates 
the study of the subject by bringing the essential material 
together; second, many lawyers would not have all the 
state decisions referred to conveniently at hand; third, 
the book is also designed for use by public utility managers, 
accountants, engineers and others to whom the published 
law reports will not be available. Following the detailed 
study of specific cases, with full quotations, there is for 
each subject a brief summary of the law and precedents 
together with a statement or discussion of the economic 
principles involved. This method of treatment while 
something of an innovation, seems to possess decided 
advantages for a subject of this kind. The subject is new, 
and the precedents are diverse. The application of a 
particular precedent depends on the exact wording and 
context of the decision. No one vitally interested in a 
valuation problem can be much assisted by a descriptive 
digest of the findings and discussions of the various 
courts and commissions. It is almost as economical of 
space and very much more useful to have in a treatise 
of this kind the actual words of the courts, supplemented 
by the necessary explanatory notes. 

The questions as to what elements should be included 
in a valuation for any specific purpose are fundamentally 
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economic. But though theories of valuation must be 
based on economic principles they can only be given legal 
authority through their acceptance by the courts and in 
the last analysis by the Supreme Court of the United 
States. As the entire question is still in a developmental 
stage and as many of the points involved may not re- 
ceive final authoritative determination for many years, it 
has seemed particularly important to include a rather 
full statement or discussion of economic principles. The 
author realizes that the conclusions indicated by such 
discussion are purely tentative. The subject has, how- 
ever, been approached with an earnest desire to con- 
tribute to just and scientific solutions. In viewing the 
general problem from its many sides and from the neces- 
sity in making generalizations of seeing whether the 
proposed rule can be applied with equal justice in all 
like cases, many prejudices are necessarily overcome. 
The test of whether the seemingly good rule will ‘‘work 
both ways” is an excellent corrective. In presenting 
this comprehensive view of the problems involved in 
determining fair value, it is hoped that not the least 
valuable feature will be the opportunity afforded the 
_ reader to think out the various problems with most of 
the factors in view and with an opportunity to test the 
correctness of his solution by applying it in turn to various 
actual cases. 

A full bibliography of valuation and depreciation is 
included as a final chapter. This is supplemented by a 
table of cases annotated so as to indicate the important 
topics of valuation treated in each case. Special care 
has been taken in the preparation of the index with a 
_view to making it serve the varied needs of the users. 

RoBERT H. WHITTEN. - 
Brooklyn, May, 1912. 
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§ 167, Pavement over mains. 
562, Going concern. 
770, Rate of return. 


Dow v. Beidelman, 125 U. S. 
680, 8 Sup. Ct. 1028, 31 L. ed. 
841, April 16, 1888. 

§ 3, Purpose of valuation. 


Falmouth v. Falmouth Water 
Co., 180 Mass. 325, 62 N. E. 
255, January 3, 1902. 

§ 290, Overhead charges. 


Fond du Lac Water Co., In 
re, 5 W. R. C. R. 482, Au- 
gust 19, 1910. 
§ 164, Pavement over mains. 
612, Going concern. 


Galena Water Co. v. City of 
Galena, 74 Kan. 624, 87 Pac. 
735, November 10, 1906. 


§ 532, Going concern. 
669, Franchise. 


Gloucester Water Supply Co. 
v. Gloucester, 179 Mass. 365, 
60 N. E. 977, June 19, 1901. 
§ 527, 531, 533, 5386, Going con- 
cern. 
663, Franchise. 


Hill v. Antigo Water Com- 

pany, 3 W. R. C. R. 623, Au- 

— gust 3, 1909. 

§ 7, 34, Purpose of valuation. 
230, Unit price. 
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§ 329, Bond discount. 
360, Piecemeal construction. 
427, Depreciation. 
589, 601, 603, 612, 640, Going 
concern. 
689, Franchise. 


Home Telephone Co. v. City 
of Carthage, 235 Mo. 644, 139 
S. W. 547, March 21, 1911. 
§ 506, Depreciation. 
694, 699, Franchise. 
768, Rate of return. 


Illinois Central R. R. Co. v. 
Interstate Commerce Com- 
mission, 206 U. S. 441, 51 L. 
ed. 1128, 27 Sup. Ct. 700, 
May 27, 1907. 

§ 204, Surplus. 


In re. 
name. 


See the particular 


In the matter of. See the 


particular name. 


Jamaica Water Supply Co. 
See People ex rel. 


Janesville v. Janesville Water 
Co., 7 W. R. C. R. 628, Au- 
gust 17, 1911. 
§ 329, Bond discount. 
427, Depreciation. 
605, 612, Going concern. 


Kankauna Light and Power 
Co., Re, 8 W. R. C. R. 409, 
December 26, 1911. 

§ 612, Going concern. 


Kennebec Water District v. 
City of Waterville, 97 Me. 
185, 54 Atl. 6, December 27, 
1902. 


§ 76, Cost of reproduction. 
202, Surplus. 
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§ 533, 593, Going concern. 
666, 669, Franchise. 
795, Rate of return. 
810, Appraisal rules. 


Knoxville v. Knoxville Water 
Company, 212 U.S. 1, 29 Sup. 
Ct, 148,753 4 ed. 371, Janu- 
ary 4, 1909. 
§ 38, Fair value. 
72, Cost of reproduction. 
299, Overhead charges. 
431, 432, 462, 484, 510, De- 
preciation. 
535, 555, 556, 565, 569, Going 
concern. 
752, 761, 784, 790, Rate of re- 
turn. 


Knoxville Water Co. v. City 
of Knoxville, no. 1260, in 
equity, Circuit Court of the 
United States, Eastern Dis- 
trict of Tennessee, Northern 
Division, Report of Henry O. 
Ewing, Special Master, Au- 
gust 19, 1904. 
§ 431, Depreciation. 


Knoxville Water Co. v. City 
of Knoxville, no. 1260, in 
equity, Circuit Court of the 
United States, Eastern Dis- 
trict of Tennessee, Northern 
Division, Opinion of Circuit 
Judge Clark, January 24, 1905. 
§ 4381, Depreciation. 


La Crosse Gas and Electric 
Company, In re, 8 W. R. C. 
R. 188, November 17, 1911. 
§ 163, Pavement over mains. 

211, Unused property. 

343, Working capital. 

464, Depreciation. _ 

606, 610, Going concern. 


Lincoln Gas and Electric Light 
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Co. v. City of Lincoln, 182 
Fed. 926, April 6, 1909. 

§ 72, Cost of reproduction. 
247, 291, Overhead charges. 
331, Bond discount. 

348, Working capital. 
688, 699, Franchise. 
755, Rate of return. 


Lincoln Gas and Electric Light 
Co. v. City of Lincoln, 223 U. 
S. 349, February 19, 1912. 
§ 72, Cost of reproduction. 

331, Bond discount. 

348, Working capital. 

482, 510, Depreciation. 

688, Franchise. 

755, Rate of return. 


Lincoln Traction Company, 
In the Matter of the Applica- 
tion of, Nebraska State Rail- 
way Commission, May 17, 
1911. 

§ 765, 797, Rate of return. 


Local Merchandise Rates of 
the Express Companies in the 
State of Indiana, no. 495, 
Railroad Commission of In- 
diana, January 31, 1912. 

§ 7, Purpose of valuation. 


Long Branch Commission v. 
Tintern Manor Water Com- 
pany, 70 N. J. Eq. 71, 62 Atl. 
474, November, 1905. 
§ 217, Unused property. 
291, Overhead charges. 
742, Rate of return. 


Long Island Water Supply Co. 
See Brooklyn, In Matter of 
City of. 


Louisiana Railroad Commis- 
sion v. Cumberland Telephone 
and Telegraph Company, 212 
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U.S. 414, 29 Sup. Ct. 357, 53 
L. ed. 577, February 23, 1909. 
§ 200, Surplus. 
424, 458, Depreciation. 
744, Rate of return. 


Louisville and Nashville Rail- 
road Company v. Brown, 123 
Fed. 946, June 30, 1903. 

§ 738, Rate of return. 


Louisville and Nashville Rail- 
road Company »v. Railroad 
Commission of Alabama, 
United States Circuit Court, 
Middle District of Alabama, 
Report of William A. Gunter, 
Special Master in Chancery, 
1911. 
§ 698, Franchise. 


Louisville and Nashville Rail- 
road Co. v. Siler, 186 Fed. 176, 
January 9, 1911. 

§ 787, Rate of return. 


Manhattan Ry. Co. v. Wood- 
bury. See People ex rel. Man- 
hattan Ry. Co. v. Woodbury. 


Manitowoc Water Works Co., 
diatonic (Wo tion. he. 14, 
June 27, 1911. 
§ 11, Purpose of valuation. 
34, Fair value. 

164, Pavement over mains. 

212, Unused property. 

230, Unit price. | 

612, Going concern. 


Marinette v. City Water Co., 
8 W. R. C. R. 384, December 
14, 1911. 
§ 329, Bond discount. 
605, 612, Going concern. 


Matthews v. Board of Corpo- 
ration Commissioners of North 
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Carolina, 106 Fed. 7, Febru- 
ary 5, 1901. 
§ 63, Market value. 


Mayhew v. Kings Co. Light- | 
ing Co., 2 P. 8S. C. Ist D. (N. 
Y.) —, October 20, 1911. 
§ 11, Purpose of valuation. 

107, Actual cost. 

122, Land appreciation. 

168, Pavement over mains. 

214, Unused property. 

255, 296, Overhead charges. 

345, Working capital. 

487, Depreciation. 

567, 569, 590, Going concern. 

697, Franchise. 

772, 792, Rate of return. 


Menominee and Marinette 
Light and Traction Co., In 
re; Wee RoC! RL. 778," de- 
cided August 3, 1909. 

§ 34, Fair value. 


Mercantile Trust Co. v. Texas 

& eo Ry.’ Coy 51 Pedy 529, 
August 23, 1892. 

§ 375, Adaptation and solidifi- 
cation. 


Metropolitan Street Railway 
Reorganization, In re, 3 P. 
See ist, Done Ye pera: 
February 27, 1912. 


§ 145, Land. 
289, 296, 302, Overhead 
charges. 


380, Adaptation. 
402, 405, 433, 495, Deprecia- 
tion. 


Metropolitan Trust Co. »v. 
Houston & T. C. R., 90 Fed. 
683, December 1, 1898. 
§ 62, Market value. 
375, Adaptation and solidifi- 
cation. 
450, 569, 613, Going concern. 
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Meyers Co. See 8S. F. Meyers 
Co. 


Mifflin Bridge Company v. 
Juniata County, 144 Pa. 365, 
22 Atl. 896, 13 L. R. A. 4381, 
October 5, 1891. 

§ 668, Franchise. 


Milwaukee Electric Railway 
& Light Co. v. City of Mil- 
waukee, 87 Fed. 477, ae dl, 
1898. 
§ 461, Depreciation. 
734, Rate of return. 


Minneapolis, St. P. & S. 8. 
M. R. Co. v. Railroad Com- 
mission of Wisconsin, 136 Wis. 
146, 116 N. W. 905, 17 L. R. 
A. (N. 8.) 821, June 5, 1908. 

§ 790, Rate of return. 


Missouri, K. and T. Ry. Co. 
v. Love, 177 Fed. 493, Febru- 
ary 14, 1910. 
§ 376, Adaptation and _ solidifi- 
cation. 
561, 569, Going concern. 


Monheimer v. Brooklyn Union 
Elevated Railroad Company, 
2P.8. C. Ist D. (N. Y.) —, 
March 8, 1910. 

§ 187, Property donated. 


Monheimer v. Coney Island 
and Brooklyn Railroad Co., 
Labo. Calst dl). ON: Vani, 
July 2, 1909. 

§ 403, Depreciation. 


Monongahela Navigation 
Company v. United States, 
148 U.S. 312, 18 Sup. Ct. 622, 
37 L. ed. 463, March 27, 1893. 
Sion: Purpose of valuation. 
662, 680, 685, Franchise. 
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Monongahela Water Com- 

pany, In re, 223 Pa. State, 323, 

72 Atl. 625, January 4, 1909. 
§ 534, Going concern. 
668, 669, Franchise. 


Montgomery County  ». 
Schuylkill Bridge Co., 110 
Pa. State, 54, 20 Atl. 407, 
May 25, 1885. 

§ 660, 668, Franchise. 


Munn ». Illinois, 94 U.S. 118, 
24 L. ed. 72, October, 1876. 


§ 3, Purpose of valuation. 


National Water Works Com- 
pany v. Kansas City, 62 Fed. 
$53, 10'CeC, A..653527 Team 
A. 827, 24) Waris App. 165, 
July 2, 1894. 
§ 520, 621, 522, 528, 525, 527, 
530, 532, 533, 535, 536, 
553, 555, Going con- 
cern. 


New York and New England 
Railroad Company v. Town 
of Bristol, 151 U. 8. 556, 14 
Sup. Ct. 437, 38 L. ed. 269, 
February 5, 1894, 

§ 189, Property donated. 


New York and North Shore 
Traction Co., In re Bond 
Issue of, 3 P. 8. Gist DN: 
Yoos, February 13, 1912. 

§ 380, Adaptation. 


New York, Ontario and West- 
ern Railway Co. See People 
ex rel. 


Newburyport Water Com- 
pany v. City of Newburyport, 
168 Mass. 541, 47 N. E. 533, 
June 14, 1897. 


§ 525, 533, 536, Going concern. 
663, Franchise. 
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Northern Pacific Railway Co. 
v. Minnesota ex rel. Duluth, 
208 U.S. 588, 28 Sup. Ct. 341, 
52 L. ed. 630, February 24, 
1908. 

§ 189, Property donated. 


Norwich Gas and Electric Co. 
v. City of Norwich, 76 Conn. 
565, 57 Atl. 746, April 14, 
1904. 
§ 531, 5386, Going concern. 
665, Franchise. 


Oconto City Water Supply 
Co., In re Application of the, 
7W. R. C. R. 497, August 7, 
1911. 

§ 608, 609, 612, Going concern. 


Omaha v. Omaha Water Com- 
pany, 218 U. 8. 180, 30 Sup. 
Ct. 615, 54 L. ed. 991, May 31, 
1910. 
§ 11, Purpose of valuation. 
535, 536, 567, 568, 569, Going 
concern. 


Owensboro v. Cumberland 
Telephone & Telegraph Co., 
174 Fed. 739, 99 C. C. A. 1, 
December 14, 1909. 

§ 758, Rate of return. 


Paulhamus v. Puget Sound 
Electric Railway, Railroad 
Commission of Washington, 
February 26, 1910, no. 76 
(Fifth Annual Report, 1910, 
pL). 

§ 52, Market value. 

259, 281, 287, Overhead 

charges. 
328, Bond discount. 
371, Solidification. 


Payne v. Wisconsin Telephone 
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Co.,4 W. R. C. R. 1, August 3, 
1909. 
§ 486, Depreciation. 
612, 635, Going concern. 


Pennsylvania Railroad Co. v. 
Philadelphia County, 220 Pa. 
St. 100, 68 Atl. 676, 15 L. R. 
A. (N. 8.) 108, January 20, 
1908. 

§ 746, 795, Rate of return. 


People v. O’Brien, 111 N. Y. 
1,18 N. E. 692, 2 L. R. A. 255, 
7 Am. St. Rep. 684, Novem- 
ber 27, 1888. 

§ 685, Franchise. 


People ex rel: Brooklyn 
Heights Railroad Co. v. Tax 
Commissioners, 69 Mise. (N. 
Y.) 646, 127 N. Y. Supp. 825, 
December, 1910. 
§ 491, Depreciation. 
720, Franchise. 


People ex rel. Cornell Steam- 
boat Company v. Dederick, 
161 N. Y. 195, 55 N. E. 927, 
January 9, 1900. 

§ 553, Going concern. 


People ex rel. Jamaica Water 
Supply Co. v. Tax Commis- 
sioners, 128 App. Div. (N. Y.) 
$50 12.) N.Y. Supp... 392, 
September 17, 1908. 

§ 489, Depreciation. 


People ex rel. Jamaica Water 
Supply Company v. Tax Com- 
missioners, 196 N. Y. 39, 89 
N. E. 581, October 19, 1909. 
§ 489, Depreciation. 
713, Franchise. 
756, Rate of return. 


People ex rel. Manhattan Rail- 
way Co. v. Woodbury, 203 
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NY 287,096 NS 420, 
October 17, 1911. 
§ 350, Working capital. 
490, 491, Depreciation. 
713, Franchise. 
771, Rate of return. 


People ex rel. New York, On- 
tario & Western Railway Com- 
pany v. Shaw, 143 App. Div. 
(N. Y.) 811, 128 N. Y. Supp. 
177, March 8, 1911. 
§ 139, Railroad right of way. 
291, Overhead charges. 
378, Solidification. 


People ex rel. Queens County 
Water Company v. Woodbury, 
67 Mise. (N. Y.) 490, 1238 N. 
Y. Supp. 599, May 20, 1910. 
§ 491, Depreciation. 
714, Franchise. 


People ex rel. Third Avenue 
R. R. Co. v. Tax Commis- 
sioners, 136 App. Div. 155, 
120 N. Y. Supp. 528, Decem- 
ber 30, 1909; affirmed, 198 
N. Y. 608, 92 N. E. 1098, 
May 10, 1910. 
§ 491, 494, Depreciation. 


Pioneer Telephone and Tel- 
graph Co. v. Westenhaver, 29 
Okl. —, 118 Pac. 354, Janu- 
ary 10, 1911. 
§ 32, Fair value. 
72, Cost of reproduction. 
256, 285, 293, Overhead 
charges. 
361, Piecemeal construction. 
432, 504, Depreciation. 
565, 569, 613, Going concern. 
760, Rate of return. 


Puget Sound Electric Railway 
vy. Railroad Commission, 64 
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Wash. —, 117 Pac. 739, Sep- 
tember 16, 1911. 
§ 484, Depreciation. 
769, Rate of return. 


Queens Borough Gas and Elec- 
tric Company, In re, 2 P. 8. 
C. Ist D. (N. Y.) —, June 23, 
1911. 
§ 11, Purpose of valuation. 

122, Land appreciation. 

205, Surplus. 

214, Unused property. 

299, Overhead charges. 

455, 483, 487, Depreciation. 

567, 568, Going concern. 

796, 797, Rate of return. 


Queens County Water Com- 
pany. See People ex rel. 


Racine v. Racine Gas Light 
Company, 6 W. R. C. R. 228, 
January 27, 1911. 
§ 163, Pavement over mains. 
216, Unused property. 
427, Depreciation. 
611, 612, Going concern. 


Railroad Commission Cases, 
116 U. 8. 307, 6 Sup. Ct. 334, 
29 L. ed. 636, January 4, 1886. 


§ 3, Purpose of valuation. 
Re. 


Reagan v. Farmers’ Loan and 
Trust Co., 154 U. S. 362, 14 
Sup. Ct. 180, 38 L. ed. 1014, 
May 26, 1894, 
§ 11, Purpose of valuation.. 
21, Fair value. 
60, Market value. 
731, 784, Rate of return. 


Ripon v. Ripon Light and 
Water Company, 5 W. R. C. 
R. 1, March 28, 1910. 
§ 148, Terminal land. 
163, Pavement over mains. 


See the particular name. 
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§ 184, Property donated. 
262, 280, Overhead charges. 
360, Piecemeal construction. 


Rochester, Corning, Elmira 
Traetion:,Coy? ins rey’ 1: B.S; 
C. 2d D. (N. Y.) 166, March 
30, 1908. 
§ 301, Overhead charges. 
341, Working capital. 


S. F. Meyers Co. v. Tuttle, 
188 Fed. 532, June 14, 1911. 
§ 632, Going concern. 


St. Louis & 8. F. R. Co. ». 
Hadley, Atty. Gen. of Mo., 
168 Fed. 317, March 8, 1909. 
§ 9, Purpose of valuation. 
754, Rate of return. 


Salem Gas Light Company, 

In the Matter of, New Jersey 

Board of Public Utility Com- 

missioners, November 8, 1911. 
§ 429, Depreciation. 


San Diego Land and Town Co. 
v. Jasper, 110 Fed. 702, Au- 
gust 26, 1901. 

§ 22, Fair value. 


San Diego Land and Town Co. 
vy. Jasper, 189 U. 8. 439, 23 
Sie ihe 40 Led. .892, 
April 6, 1903. 
§ 26, 36, Fair value. 
72, Cost of reproduction. 
216, Unused property. 
510, Depreciation. 


San Diego Land and Town 
Co. v. National City, 74 Fed. 
79, May 4, 1896. 
§ 22, Fair value. 
72, Cost of reproduction. 


San Diego Land and Town 
Company v. National City, 
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174 U.S. 739, 19 Sup. Ct. 804, 
43 L. ed. 1154, May 22, 1899. 
§ 25, 26, 36, Fair value. 
72, Cost of reproduction. 
111, Land. 


San Diego Water Company 
v. City of San Diego, 118 Cal. 
556, 50 Pac. 638, October 9, 
1897. 
§ 11, Purpose of valuation. 

61, Market value. 

103, Actual cost. 

182, Property donated. 

507, Depreciation. 

680, Franchise. 

732, Rate of return. 


San Joaquin and Kings River 
Canal & Irrigation Company 


_v. Stanislaus County, 163 Fed. 


567, June 29, 1908. 
§ 430, Depreciation. 
739, Rate of return. 


San Joaquin and Kings River 
Canal & Irrigation Company 
v. Stanislaus County, 191 Fed. 
875, September 18, 1911. 
§ 183, Property donated. 

379, Solidification. 

502, Depreciation. 

569, Going concern. 

695, 699, Franchise. 


Saratoga Springs v. Saratoga 
Gas, Electric Light, Heat and 
Power Co., 122 App. Div. (N. 
Y.) 203, 106 N. Y. Supp. 1148, 
November 20, 1907. 

§ 745, 798, Rate of return. 


Savannah & Suburban Street 
Railway Improvement Asso- 
ciation v. Savannah Electric 
Company, Georgia Railroad 
Commission, January 5 1912. 
§ 496, Depreciation. 
696, 699, Franchise. 
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Shepard v. Northern Pacific 
Railway Co., in equity, Re- 
port of Chas. E. Otis, Special 
Master in Chancery, United 
States Circuit Court, District 
of Minnesota, Third Division, 
September 21, 1910. 
§ 136, Railroad right of way. 

141, 142, Terminal land. 

148, Land appraisal methods. 

182, Property donated. 

322, Bond discount. 


Shepard v. Northern Pacific 
Railway Co., 184 Fed. 765, 
April 8, 1911. 
§ 71, Cost of reproduction. 

117, Land appreciation. 

136, Railroad right of way. 

142, Terminal land. 

186, Property donated. 

292, Overhead charges. 

332, Bond discount. 

377, Adaptation and solidifi- 

cation. 
762, Rate of return. 


Smyth v. Ames, 169 U. S. 466, 
18 Sup. Ct. 418, 42 L. ed. 819, 
March 7, 1898. 
§ 3, Purpose of valuation. 
24, 31, 36, 38, Fair value. 
52, 53, Market value. 
72, Cost of reproduction. 
111, Land. 
685, Franchise. 
784, 786, Rate of return. 


South and North Alabama 
Railroad Company v. Railroad 
Commission of Alabama, 
United States Circuit Court, 
Middle District of Alabama, 
Report of William A. Gunter, 
Special Master in Chancery, 
1911. 
§ 698, Franchise. 


Spokane v. Northern Pacific 
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Railway Company, 15 I. C. 
C. R. 376, February 9, 1909. 
§ 118, Land appreciation. 
203, Surplus. 
753, 797, Rate of return. 


Spring Valley Water Co. ». 
San Francisco, 165 Fed. 667, 
October 7, 1908. 
§ 7, Purpose of valuation. 
72, 78, Cost of reproduction. 

215, Unused property. 

563, 566, 614, Going concern. 

690, 699, Franchise. 

748, 789, Rate of return. 


Spring Valley Water Works »v. 
San Francisco, 124 Fed. 574, 
June 29, 1903. 
§ 11, Purpose of valuation. 
27, Fair value. 

563, 569, Going concern. 

680, 699, Franchise. 

737, 740, Rate of return. 


Spring Valley Water Works v. 
San Francisco, 192 Fed. 137, 
October 21, 1911. 
§ 11, Purpose of valuation. 
35, Fair value. 
56, 59, Market value. 
215, Unused property. 
901, Depreciation. 
563, 569, 591, 614, 634, Going 
concern. 
691, 699, Franchise. 
766, Rate of return. 


Spring Valley Water Works v. 
Schottler, 110 U. 8. 347, 4 
Sup. Ct. 48, 24 L. ed. 178, 
February 4, 1884. 

§ 3, Purpose of valuation. 


Stanislaus County v. San Joa- 
quin and Kings River Canal 
and Irrigation Co., 192 U. S. 
201, 26 Sup. Ct. 241, 48 L. ed. 
406, January 18, 1904. 
§ 28, Fair value. 
739, 761, 784, Rate of return. 


TABLE oF CaAsEs CITED 


State ex rel. Bee Building 
Company v. Savage, 65 Neb. 
714, 91 N. W. 716, September 
18, 1902. 

§ 8, Purpose of valuation. 


State ex rel. City of Min- 
neapolis v. St. P., M. and Man- 
itoba R. R. Co., 98 Minn. 
380, 108 N. W. 261, June 29, 
1906. 

§ 189, Property donated. 


State Journal Printing Com- 
pany v. Madison Gas and 
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R. 501, March 8, 1910. 
§ 34, Fair value. 
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146, 147, Land appraisal 
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294, Overhead charges. 
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486, Depreciation. 
602, 603, 612, Going concern. 
791, 797, Rate of return. 


Steenerson v. Great Northern 
Railway Company, 69 Minn. 
353, 72 N. W. 7138, October 20, 
1897. 
§ 71, Cost of reproduction. 

120, Land appreciation. 

181, Property donated. 

733, Rate of return. 


Third Avenue Railroad Co., 
In re Amortization Accounts 
Olio bale Wein. .) ol, 
February 3, 1912. 
§ 322, Bond discount. 
495, Depreciation. 


Third Avenue Railroad Co., 
In re Reorganization of, 2 
Pes Oy ist Let NERY 
July 29, 1910. 

§ 289, Overhead charges. 
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§ 433, 463, Depreciation. 
615, Going concern. 


Tighe v. Clinton Telephone 
Company, 3 W. R. C. R. 117, 
December 2, 1908. 

§ 183, Property donated. 


Union Pacific ;R. R. “Co.” v. 

United States, 99 U. 8. 402, 

25 L. ed. 274, October, 1878 
§ 204, Surplus. 


Venner Co. See C. H. Venner 
Co. 


Washburn v. National Wall 
Paper Co., 81 Fed. 17, 26 C. 
C. A. 312, May 26, 1897. 

§ 553, 554, 632, Going concern. 


Washburn v. Washburn Water 
Works Co., 6 W. R. C. R. 74, 
December 6, 1910. 

§ 184, Property donated. 


West Chester & W. Plank 
Road Co. v. County of Ches- 
ter, 182 Pa. 40, 37 Atl. 905, 
July 15, 1897. 

§ 668, Franchise. 


Western of Alabama Railway 
Company v. Railroad Com- 
mission of Alabama, no. 265, 
in equity, United States Dis- 
trict Court, Middle District 
of Alabama, Northern Divi- 
sion, April 3, 1912. 
§ 192, Property donated. 
698, Franchise. 


Whitewater v. Whitewater 
Electric Light Co., 6 W. R. C. 
R. 182, December 16, 1910. 

§ 427, Depreciation. , 


Wilkesbarre v. Spring Brook 
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Water Co., 4 Lack. (Pa.) Leg. 
News, 367 (1899). 
§ 104, Actual cost. 


Willcox v. Consolidated Gas 
Co., 212 U.S. 19, 29 Sup. Ct. 
192, 53 L: ed. 382, January 4, 
1909. 


§ 7, 11, Purpose of valuation. 
30, 36, 38, Fair value. 


§ 72, Cost of reproduction. 

112, Land appreciation. 

161, Pavement over mains. . 

344, 346, Working capital. 

535, 555, 557, 567, 634, Going 
concern. 

686, 687, 688, 691, 695, 699, 
Franchise. 

751, 754, 761, 784, 798, Rate 
of return. 


CHAPTER I 


Purpose of Valuation 


. Purposes of valuation. 
. Valuation for public purchase. 
. Valuation for rate purposes. 
. Valuation dependent on purpose. 
. Same subject—Report of Committee National Association of Rail- 
way Commissioners. 
6. Same subject—Report to Massachusetts Joint Board on N. Y., N. 
Pohl sit. 
7. Value for taxation and for rate purposes. 
8. Tax and rate purpose—Nebraska Supreme Court in Bee Building 
Co. Case, 1902. 
9. Tax and rate purpose—District Judge McPherson in St. Louis & 
S. F. R. Co. Rate Case, 1909. 
10. Tax and rate purpose—Arkansas Railroad Rate Cases, 1911. 
11. Value for rate purpose and for public purchase. 
12. Capital value and rate and purchase value. 
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§ 1. Purposes of valuation. 

This treatise is concerned only with valuations made 
for governmental purposes by official appraisers, commis- 
sions or courts. Official valuations of the property of pub- 
lic service corporations are made for four general purposes: 
(1) Taxation; (2) Accounting and capitalization; (3) Public 
purchase; (4) Rate making. Valuations for tax and cap- 
italization purposes are only included in so far as they 
may throw light on the problems raised by valuation for 
the last two purposes, rate making, and public purchase, 
to which this treatise is mainly devoted. 


§ 2. Valuation for public purchase. 

There have been numerous valuations of public utility 
property for purposes of condemnation or public purchase 
but there is very little information available in relation to 
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the methods used in such valuations. In the earlier days 
toll bridges were occasionally taken by condemnation or 
purchased on agreed terms. Later, numerous private water 
plants were transferred to the municipalities, usually by 
voluntary agreement but occasionally by formal arbitra- 
tion, under the authority of a court. Several gas plants 
have been municipalized in the same way. Many small 
electric light plants and a number of larger ones have more 
recently been purchased by the municipalities.. The pur- 
chase of private water plants is still a frequent occur- 
rence. 


§ 3. Valuation for rate purposes. 

The valuation of property for rate purposes is a recent 
development. The right of the courts to restrain the en- 
forcement of an act of a legislature regulating the rates of a 
public service corporation was not fully established by the 
United States Supreme Court until 1889, and careful valu- 
ations for the purpose of determining just rates of charge 
have for the most part been developed since the decision in 
the leading case of Smyth v. Ames in 1898. The question of 
rate regulation first came before the United States Supreme 
Court in the so-called Granger Cases decided in 1876.! 
In these cases the acts in question regulating rates were 
upheld on the ground that the property was affected with a 
public interest and the regulation of the rate of charge was 
solely a legislative power and the courts were powerless 
to prevent the abuse of such power by the legislature. 
This doctrine was soon modified and later completely 
reversed. In 1884, in Spring Valley Water Works v. 
Schottler,? Chief Justice Waite hinted at a modification 
of the doctrine, and in 1886, in the Railroad Commission 

1 Munn ». Illinois, 94 U. S. 118, 24 L. ed. 72, October, 1876, and other 
cases reported in the same volume. See, also, Wyman on Public Service 


Corporations, Vol. II, §§ 1427 to 1480. 
7110 U.S. 347, 4 Sup. Ct. 48, 24 L. ed. 173, February 4, 1884. 
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cases,* Chief Justice Waite remarked: “‘It is not inferred 
that this power of limitation or regulation is itself without 
limit. This power to regulate is not a power to destroy, 
and limitation is not the equivalent of confiscation.’ In 
1888, however, in Dow v. Beidelman,‘ Justice Gray said: . 
“The court has no means, if it would under any circum- 
stances have the power, of determining that the rate of 
three cents a mile fixed by the legislature is unreason- 
able.” Nevertheless, in 1889, in Chicago, Milwaukee 
& St. Paul Railway v. Minnesota,® the court held that 
it is necessarily within the power of the courts to declare 
illegal and unreasonable a rate fixed by a legislature or 
commission. However, it was not until 1898, in the lead- 
ing case of Sniyth v. Ames,® that it was clearly decided 
that a fair return on the fair value of the property used 
for the convenience of the public was the chief basis for 
the determination of the reasonableness and the con- 
stitutionality of a rate. 


§ 4. Valuation dependent on purpose. 

A fundamental question is whether the identical valua- 
tion can serve for all of the four general purposes (see § 1) 
for which public valuations are made. Is valuation the 
same regardless of the purpose or is valuation meaningless 
unless used with reference to some specific purpose? Upon 
the answer to this question depends the use that can be 
made of precedents concerning the rules and elements of 
valuation as laid down by courts and commissions. As a 
matter of fact the courts and commissions in their opinions 

3116 U. S. 307, 331, 6 Sup. Ct. 334, 29 L. ed. 636, January 4, 1886. 
These cases, reported under the title of, and cited as ‘‘ Railroad Commission 
Cases,” are: Stone et al. v. Farmers’ Loan & Trust Company, Stone et al. 


v. Illinois Central Railroad Company, Stone et al. v. New Orleans & North- 
eastern Railroad Company. 

4125 U.S. 680, 8 Sup. Ct. 1028, 31 L. ed. 841, April 16, 1888. 

5134 U.S. 418, 10 Sup. Ct. 462, 33 L. ed. 970, March 24, 1890. 

6169 U.S. 466, 18 Sup. Ct. 418, 42 L. ed. 819, March 7, 1898. - 
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often recognize that valuation or specific elements of valu- 
ation may vary with the purpose. The best-considered de- 
cisions are undoubtedly those in which the problem of 
valuation has been worked out solely with reference to 
what was just and reasonable, with reference to the spe- 
cific purpose for which the valuation was made. The 
result has sometimes been less fortunate when the reason- 
ing has been influenced by the fact that because it was 
just’ and reasonable to adopt a particular rule in a valu- 
ation for a different purpose it was consequently proper 
to adopt the same rule for the purpose at hand. 


§ 5. Same subject—Report of Committee National Associa- 
tion of Railway Commissioners. 
This subject is treated in the 1911 report of the Valu- 
ation Committee of the National Association of Railway 
Commissioners: ’ 


Prior discussions of valuation both within and outside of this 
association have usually maintained that valuation should be the 
same regardless of the purpose for which the valuation is to be 
used. How, for example, can a State commission recognize four 
different kinds of value and make one valuation for municipal 
purchase, another for taxation, another for rate making, and 
another for capitalization? To do so seems at first thought in- 
consistent. On the other hand, a little consideration will show 
that value is meaningless unless made with reference to some 
particular object. To be sure, it may happen that fair value — 
for one purpose is the same as fair value for another, but in 
order to determine what is fair value for any specific purpose, 
it is necessary to think it out with reference to this purpose 
only, and when we discuss the theory and elements of valua- 
tion, it seems necessary that we should have in mind a specific 
purpose that the valuation is to serve. It appears to us that 
considerable confusion in the discussion of the subject of val- 


’ National Association of Railway Commissioners, Proceedings of the 
23d Annual Convention, October, 1911, p. 145. 
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uation has arisen either from lack of attention to this fact or 
from the false assumption that value may be ascertained with- 
out reference to purpose. 

Some of the trouble doubtless arises from a confusion of the 
terms “cost” and “‘value.”’ Cost is a definite amount regard- 
less of purpose. The actual cost and the reproduction cost of 
any structure may be determined without reference to the pur- 
pose for which such estimates may later be used. This is what 
is often meant when it is said that valuation should be the same 
regardless of purpose. All that is really intended is that actual 
cost or reproduction cost should be the same. But cost is not 
necessarily value for any purpose, though it is an element in 
estimating fair value for almost any purpose. Thus fair value 
for rate purposes may be based largely on actual cost or on re- 
production cost or on a composite of actual cost and reproduc- 
tion cost. Considerations of equity may, as to certain elements 
of cost, lead to the acceptance of actual cost as the fairer basis, 
while as to other elements the cost of reproduction may be a 
better indication of present fair value for rate purposes. Take 
for example the question of promotion and other prelimi- 
nary development costs. In a valuation for rate purposes, 
though cost of reproduction may be used as a general rule, it may 
seem more equitable to use actual cost of promotion; that is, 
the necessary cost of promoting the small initial plant, rather 
than the cost to-day of promoting a plant of the size of the 

¢ present one, may be taken. Or, on the other hand, promotion 
cost may be entirely excluded from a valuation for rate pur- 
poses and considered only in fixing the fair rate of return. 


§ 6. Same subject—Report to Massachusetts Joint Board on 
N: Ys, Noo. & H. R.R, 

George F. Swain, Engineer in Charge of Appraisal, in 
his report to the Massachusetts Joint Board on the vali- 
dation of assets and liabilities of the New York, New 
Haven & Hartford Railroad Company,' states that the 

8 Published in Report of the Massachusetts Joint Commission on the 


New York, New Haven & Hartford Railroad Company, February 15, 
1911, pp. 51-154. 
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physical valuation of a property may be undertaken for 
any one of a number of different purposes, and that the 
principle upon which such a valuation should be made will 
differ according to which purpose is in view. Mr. Swain 
says (at page 55): 

1. Whether the physical valuation is a proper basis oe tax- 
ation will depend upon the tax laws. . . . 

2. Physical valuation does not, in general, appear to be a 
fully adequate basis for justifying existing capital, for such 
capital generally depends upon the historical development of 
the property, and some or much of it may represent property 
which has been abandoned, or machinery which has been made 
useless, by necessary relocations, or by improvements in me- 
chanical appliances. 

3. Neither is a physical palnaion a fair criterion for justi- 
fying or not justifying the further issue of securities. If actual 
improvements are needed upon a railway property in order 
to enable it to render proper service, or in order to effect 
operating economies, it would seem that new capital to meet . 
those requirements should be authorized, independent of the 
existing capital. ... 

4. If the physical valuation is to be used for the purpose 
of aiding in fixing rates for service, earning power is not to be 
considered. Rates and earning power are interdependent, and 
one cannot be considered an element in fixing the other. .... + 

5. The physical valuation is not a scientific basis for an es- 
timate of the public wealth, because that wealth depends 
upon the value of the property as a “going” concern, and this 
depends upon its earning capacity, not its physical valua- 
ROM ete 

6. The treatment of depreciation, and of abandoned property 
in particular, should reasonably differ according to the oe 
of the appraisal. . 

If the object is na justify existing capital, or to serve as a 
basis for the issue of new securities, or to fix rates of service, 
it seems reasonably clear, however, that depreciation should 
not be allowed for. 
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§ 7. Value for taxation and for rate purposes. 

As to the relation between valuation for taxation and 
valuation for rate purposes, the Valuation Committee 
of the National Association of Railroad Commissioners 
Says: ? 

There is no inherent inconsistency in using one method of 
valuation for tax purposes and another method for rate pur- 
poses. The tax; by whatever method assessed, is considered 
an operating expense in fixing rates, and is therefore borne by 
the user of the service wherever rates of charge are strictly 
regulated. Methods of ad valorem taxation must be worked 
out with an eye single to what is just and practicable in taxa- 
tion, and methods of valuation for rate purposes must be 
worked out with an eye single to what is dust and constitu- 
tional in rate making. 


Substantially the same position is taken by the Rail- 
road Commission of Indiana in a case entitled In the 
Matter of Local Merchandise Rates of the Express Com- 
panies in the State of Indiana, No. 495, January 31, 1912. 
In Indiana, express companies are taxed on the so-called 
unit rule on the entire value ‘of their property as a going 
concern. In the above case the companies claimed that 
they were entitled to a fair return on the tax value of 
their property in the State of Indiana, but Commissioner 
Wood in delivering the opinion of the Commission 
states that tax value and fair value for rate purposes may 
be entirely different. He says: 


With reference to taxation values in the State of Indiana, 
we hold that this is not the value upon which the carriers can 
claim a rate. We hold that they are entitled to earn and to 
pay to the State whatever assessment is made against them, 
no matter on what method the assessment may be made, and 
that the amount paid must be allowed to them just as the cost 


9 National Association of Railway Commissioners, Proceedings of the 
23d Annual Convention, October, 1911, p. 148. 


8 VALUATION [$ 7 


of operation is allowed to them, but on the other hand the taxa- 
tion value is not the value upon which to base the rate, but the 
rate must be based upon the amount which they have invested, 
and not otherwise. . 


In Spring Valley Water Co. v. San Francisco, 165 Fed. 
667, 696, decided Oct. 7, 1908, District Judge Farrington 
says: 


~The argument that the franchise ought to be worth some- 
thing for rate-fixing purposes if it is worth millions for taxa- 
tion is not without force. The value fixed by the assessors, 
however, is not admissible as evidence of value in condemna- 
tion proceedings. Lewis on Eminent Domain, § 448. And 
such evidence is of little worth here. If the aggregate value 
of the franchise and physical property as assessed did not ex- 
ceed the total valuation for water rates, the company suffered 
no injustice. 


In Willcox v. Consolidated Gas Company, 212:U. S. 
19, 51, 29 Sup. Ct. 192, 53 L. ed. 382, decided Jan. 4, 
1909, the United States Supreme Court rejected the com- 
pany’s claim that the tax value of special franchises 
should control their value for rate purposes, saying: 


The fact that the State has taxed the company upon its ~ 
franchises at a greater value than is awarded them here, is 
not material. Those taxes, even if founded upon an erroneous 
valuation, were properly treated by the company as part of 
its operating expenses, to be paid out of its earnings before 
the net amount could be arrived at applicable to dividends, 
and if such latter sums were not sufficient to permit the proper 
return on the property used by the company for the public, 
then the rate would be inadequate. The future assessment of 
the value of the franchises, it is presumed, will be much les- 
sened if it is seen that the great profits upon which that value 
was based are largely reduced by legislative action. In that 
way the consumer will be benefited by paying a reduced sum 
(although indirectly) for taxes. 
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The Wisconsin Railroad Commission, in Hill v. Antigo 
Water Co., 3 W. R. C. R. 628, 728, decided August 3, 
1909, follows the same reasoning as the United States 
Supreme Court in the Consolidated Gas Case, say- 
ing: | 

Public utilities, like other property, are supposed to be taxed 
upon their earning or market value. This assessment is made 
annually. The market value depends very largely upon the 
net earnings of an enterprise, and the net earnings, in turn, toa 
considerable extent rest upon the rates charged per unit for the 
services rendered. When the rates are increased, there is apt 
to be increase in the net earnings and in the market or assessed 
valuation. When the rates are reduced, the net earnings, to- 
gether with the values named, are also apt to be reduced. There 
is thus a rather close relation between the assessed valuation 
and the rates. If utilities are permitted to charge high rates 
and thereby increase their net earnings or market value, it 
would seem to be only fair that they should also be required to 
pay taxes on the higher valuation. On the other hand, if the 
rates and the net earnings and market value are reduced, cor- 
responding reductions should also be made in the assessed val- 
uation. This is precisely what takes place. The assessments 
for taxation are changing with the net earnings or with market 
values. This practice would seem to be fair and to be in line 
with public policy. Since the assessment for taxation thus 
varies with the rates, it is difficult to see on what just grounds 
the state should be compelled to use the same valuation for 
rate-fixing purposes as that upon which taxes are levied. 


There is no authority for the doctrine that an appraisal 
for taxation is necessarily a proper valuation for rate 
‘purposes. Tax laws differ widely and the bases of ap- 
praisal are many. It is needless to say that precedents 
as to appraisal for tax purposes are of no importance in 
considering valuations for public purchase, rate making 
or capitalization. It may be that when the method 
of valuation for rate purposes has become clearly and 
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authoritatively defined it may seem just and practicable 
to adopt it also as the basis for taxation. But until that 
time comes talk of a common valuation is futile. The 
basis of taxation can be fixed by the legislature but the 
basis of a just and reasonable valuation for rate purposes 
or for condemnation purposes can only be worked out 
in the last instance by the Supreme Court of the United 
States. In view of these facts valuation for tax purposes 
is not included in this treatise. 

There are a few cases, however, quoted in the fol- 
lowing sections, that seem to hold that under the special 
provisions of the state tax law fair value for rate purposes 
is the same as fair value for taxation. 


§ 8. Tax and rate purpose—Nebraska Supreme Court in Bee 
Building Co. Case, 1902. 

The case of State ex rel. Bee Building Company ». 
Savage,’ decided Sept. 18, 1902, involved the assessment 
for tax purposes of the railroads of Nebraska. An action 
of mandamus was brought for the purpose of compelling 
the members of the State Board of Equalization to re- 
assemble and reassess the property of the railroad, tele- 
graph and sleeping-car companies doing business in Ne- 
braska subject to taxation. for general revenue purposes. 
The Supreme Court of Nebraska held that under the 
Nebraska law the railroads should be valued at the true 
value of their tangible and intangible property, including 
franchises, and taking into consideration the net earn- 
ings and the market value of the stocks and bonds. In 
other, words, the fair market value of the property as a 
going concern should govern. In discussing this question 
the court states that the property can have but one true 
value whatever the purpose of the investigation, whether 
for the purpose of fixing fair value for rate making or for 


10 65 Neb. 714, 91 N. W. 716. 


§ 9] Purpose ii 


purposes of taxation. The court, by Judge Holcomb, says 
(at page 724 N. W.): | 


As to just what will determine the value of the entire rail- 
road property, a part of which is to be assessed in any one state 
or taxing jurisdiction, the courts themselves are not in entire 
accord. There are, doubtless, many elements and factors whrch 
conduce to a correct determination of the true value, and may 
properly be considered, which have received the approval of 
the courts generally. It is not so important what the nature 
of the inquiry is when the question of the true value of the prop- 
erty is involved. The property can have but one true value, 
whatever may be the purpose of the investigation. Whether 
it be for the purpose of fixing reasonable rates for the trans- 
portation of passengers and carrying of freight, or for the pur- 
pose of taxation, the rule to be applied in ascertaining the value 
of the property should be the same. If the railroad companies 
insist that their property is of a certain value for the purpose 
of determining what are reasonable maximum charges for the 
transportation of passengers and carrying of freight, they have 
no ground of complaint if the same property is assessed at the 
same value for taxation purposes. The same property cannot 
rightfully be valued at one sum for one of the purposes men- 
tioned, and at a different amount for the other. The state 
is too just in the administration of its laws to insist that rail- 
road property should, for taxation, be considered as of very 
great value, and for the purpose of regulating rates to be 
charged by such corporations as common carriers that the 
value of the same property is altogether lower. 


As valuation for rate purposes was not submitted in 
evidence or considered in any way in this case, the above 
reasoning is pure dicta. 


§ 9. Tax and rate purpose—District Judge McPherson in St. 
Louis & S. F. R. Co. Rate Case, 1909. 

St. Louis & 8. F. R. Co. v. Hadley, Atty. Gen. of 

Mo., 168 Fed. 317, decided March 8, 1909, is a railroad 
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rate case, in which an action was brought by eighteen 
railroad companies doing a general railroad business 
within Missouri, all but one doing both a state and an 
interstate business, seeking to enjoin the attorney gen- 
eral and Railroad Commissioners of Missouri from en- 
forcing several statutes of Missouri fixing maximum 
freight and passenger rates, on the ground that the rates 
were not remunerative, but confiscatory. United States 
District Judge Smith McPherson says (at page 323): 


Finding of fact No. 11: With the exceptions hereinafter 
stated, the above valuations of the properties of said nine com- 
panies as fixed are in fact practically the same as those fixed 
by the state assessing board for the purpose of taxation. But 
aside and apart from the valuations thus fixed by the state 
board, these findings are that upon the whole evidence said 
properties are at least of the values above fixed. ‘The evidence 
shows that included in such sums the state board, after making 
certain valuations under the heading of “‘ All Other Property” 
fixed certain valuations, which when added give the totals as 
above. In argument it was contended that ‘‘All Other Prop- 
erty” included franchise values. This is not deemed impor- 
tant, because it is difficult to see wherein steam railroad prop- 
erties, like those involved, can have a franchise value. But 
waiving that, any franchise value that the state board could 
have considered was necessarily so small a per cent. of the total 
valuations fixed by the state board as to make no appreciable 
difference in the result of these cases, because, if altogether 
admitted, the remaining value is such that no road could obtain 
a return to which it is herein found to be entitled. But if the 
property has a franchise value for taxation, it also has such 
valuation as an earning power, or, rather, upon which returns 
should be made. In fixing the valuations above set forth, there 
have been considered the immense terminal values of most of 
the roads, the amount of stock and bonds outstanding, what 
it would cost to duplicate the properties both with and without 
terminals in the large cities, and all the evidence bearing on 
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present values, and in fixing said valuations the sums found 
are the minimum valuations, the properties being worth at 
least the sums thus fixed. 

The foregoing valuations ‘are the same as fixed by the state 
assessing boards except as to the property of the St. Louis & 
Hannibal and of the Kansas City, Clinton & Springfield in the 
State, which are found to be worth 663 per cent. of the val- 
uations of the state boards. ... . 


_ Judge McPherson continues at page 354: 


In fixing the value the court has considered the evidence of 
witnesses as to the stocks and bonds outstanding, and the 
court. has considered the evidence of the fact that the Mis- 
souri state board for taxing purposes has valued these prop- 
erties. Of course those findings are not binding nor con- 
clusive, but they are persuasive. But independently of stocks 
and bonds, and independently of what the state board has 
valued these properties for taxing purposes, the evidence shows 
the valuations to be as recited in the findings of fact herewith 
filed, and to which reference will be made in the decrees. 


§ 10. Tax and rate purpose—Arkansas Railroad Rate Cases, 
1911. 

In re Arkansas Rate Cases,'! decided May 3, 1911, the 
complainant railroads instituted proceedings in the 
United States Circuit Court against the Board of Rail- 
road Commissioners of Arkansas to enjoin the enforce- 
ment of the freight and passenger tariffs promulgated 
by that board, on the ground that the rates, which applied 
solely to intrastate traffic, were noncompensatory and 
confiscatory when applied to the entire intrastate business 
of each of the companies. In his decision in favor of the 
complainants, District Judge Trieber says that by the 
acts of the complainants the court was relieved of the 


11 St. Louis Southw. Ry. Co. v. Allen et al., St. Louis, Iron Mountain 
& So. Ry. Co. v. Same, 187 Fed. 290, 310, 319. 
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very difficult problem of valuing the property, for the com- 
plainants used as a basis of valuation the assessment 
of their property for taxation by Arkansas made by the 
State Board of Railroad Assessors, the reasonableness 
of which was of course conceded by the defendants.” 


§ 11. Value for rate purpose and for public purchase. 

It is doubtless true that there is a very close relation 
between valuation for rate purpose and valuation for 
public purchase. Perhaps when the rules governing these 
two kinds of valuation are finally: worked out they will 
be found to be not so very far apart. But in the mean- 
time it is doubtless best to treat each as a distinct problem 
and to apply with great caution precedents to one that 
have been made with reference to the other. As the valu- 
ation committee of the National Association of Railroad 
Commissioners has pointed out there is one fundamental 
distinction between fair value for rate purposes and fair 
value for purchase, or condemnation: !3_ 


The thing of real importance in a rate case is not the fair value 
of the property alone or the fair rate of return alone, but the 
product of the two. This product is the net return that the 
owners are to receive for the use of their property. If the total 
net return is adequate, it is immaterial, in so far at least as the 
justice of the result is concerned, whether, for example, there is 
allowed a 7 per cent. return on a valuation of $1,000,000 or a 
5 per cent. return on a valuation of $1,400,000, as the net return is 
$70,000 in either case. In a case of condemnation or municipal 
purchase, however, the valuation is final and all important. In 
fixing commercial value, market value, or fair value under con- 


12 The valuation, as determined by the State Board of Railroad As- 
sessors of Arkansas, is quoted infra, § 62. 

18 Report of committee on railroad taxes and plans for ascertaining the 
fair value of railroad property, submitted to the Twenty-third Annual 
Convention of the National Association of Railroad Commissioners, 
October, 1911, p. 146. 
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demnation for the purchase of a plant operating under a per- 
petual franchise the net return under legal or reasonable rates 
is often the chief determining factor. The net return is capital- 
ized at the rate considered fair for the purpose, and the result 
is taken as the fair market or commercial value. Thus, recurring 
to the above illustration, a net return of $70,000 capitalized on a 
5 per cent. basis gives a valuation of $1,400,000. And if in this 
case the present value of the physical plant has been found to be 
$1,000,000, the difference, $400,000, is attributed to franchise 
and going value. Owing to the fact that the rate of return 
ordinarily deemed reasonable in a rate case is in excess of the 
rate of capitalization that determines commercial value, the 
commercial value will ordinarily exceed the fair value for rate 
purposes. 


The Wisconsin Railroad Commission in In re Manitowoc’ 
Water Works Company, 7 W. R. C. R. 71, 72, decided 
June 27, 1911, says: 


The valuation placed upon utilities depends, to some extent 
at least, upon the purposes for which it is intended. For instance, 
in valuing utilities for the purpose of condemnation and pur- 
chase, many elements must often be taken into account which 
should not be given any consideration in valuations made for 
the purposes of rate making. 


That a fair value for rate purposes is not necessarily 
the same as fair value for condemnation or purchase is 
also recognized in the following cases: 


Re gas and electric rates charged by the Queens Borough Gas 
& Electric Co., 2 P. S. C. lst D. (N. Y.), decided June 23, 1911. 

Mayhew »v. Kings Co. Lighting Co., 2 P. S. C. Ist D. (N. Y.), 
decided Oct. 20, 1911. 

Willcox v. Consolidated Gas Co., 212 U.S. 19, 29 Sup. Ct. 192, 
53 L. ed. 382, decided Jan. 4, 1909. | 

Omaha v. Omaha Water Co., 218 U.S. 180, 80 Sup. Ct. 615, 
54 L. ed. 991, decided May 31, 1910. 
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Ames v. Union Pacific Ry. Co., 64 Fed. 165, decided Nov. 12, 
1894. 

Spring Valley Water Works v. San Francisco, 192 Fed. 1387, 
decided Oct. 21, 1911. 


There are other cases that seem to hold that fair value for 
rate purposes is substantially the same as fair value for 
condemnation or purchase.'* In Spring Valley Water 
Works v. City of San Francisco, 124 Fed. 574, 594-595, 
decided June 29, 1903, Circuit Judge Morrow refers to a 
number of cases including Monongahela Navigation 
Co. v. United States,!® and says: 


~ It is true that this was a condemnation proceeding, and the 
question was to determine what was just compensation for the 
appropriation of corporate property to a public use, while the 
case before this court relates to the fixing of water rates which 
shall be a just compensation for the appropriation of complain- 
ant’s property to a public use. It is not perceived that there is 
any difference in the principles applicable to the two cases, and 
this appears to have been the view of the Supreme Court in 
San Diego Water Company v. San Diego, supra (118 Cal. 556)." 


§ 12. Capital value and rate and purchase value. 

There may also be a close relation between correct 
principles of valuation for.accounting and capitalization 
purposes and valuation for rate purposes and for public 
purchase. This will be true if valuation for the latter 
purposes is based on actual cost. If, however, valuation 
for rate purposes and public purchase is based chiefly 
on reproduction cost the similarity in principles will be 
comparatively small. Correct accounting principles aim 
to show the actual cost of the enterprise. Conserva- 

'4See E. C. Bailly, The Legal Basis of Rate Regulation, in Columbia 
Law Review, June, 1911, p. 384. See also Reagan v. Farmers’ Loan & 
Trust Company, quoted in § 60. 


15148 U.S. 312, 13 Sup. Ct. 622, 37 L. ed. 463, March 27, 1893. 
16 50 Pac. 633, 38 L. R. A. 460, decided October 9, 1897. 
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tive principles of capitalization would keep capitali- 
zation close to the actual cost. The valuation committee 
of the National Association of Railway Commissioners 
expresses this situation as follows: 1” 


The books of a company kept from the start in accordance 
with a correct accounting system would show a capital account 
that would be closer to what seems a just fair value for rate 
purposes than any other single basis. But owing, perhaps, to 
lack of accounts kept as above, the court decisions have given 
greater weight to cost of reproduction or cost of reproduction 
less depreciation than to actual cost in determining fair value 
for rate purposes. Capitalization, or the amount of stock and 
bonds issued (which may be a very different amount from the 
book assets), might also if issued under strict supervision from 
the start be a most important element in fixing fair value for 
rate purposes. If the bonds, however, were issued either at a 
premium or at a discount this fact would have to be taken into 
account. Whether bonds are issued at a premium or a discount, 
it is the actual amount in money received therefrom that is of 
importance in fixing value for rate purposes. The same may be 
said of stock issued at a premium. 


However, the fundamental distinction for present purposes 
between accounting and capitalization and valuation for 
rate purposes and for public purchase is that the rules as to 
accounting and capitalization are subject entirely to the 
control of the various commissions and legislatures. They 
involve no constitutional rights. The basis of valuation 
for rate purposes and public purchase on the other hand 
will necessarily be fixed by the Supreme Court of the 
United States. 


17 Report of committee on railroad taxes and plans for ascertaining the 
fair value of railroad property submitted to the twenty-third annual con- 
vention of the National Association of Railway Commissioners, October, 
1911, p. 148 
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CHAPTER II 
Fair Value for Rate Purposes 


Earlier decisions. 

Justice Brewer in Union Pacific Railway Cases, 1894—No hard and 

* fast rule of valuation. 

Circuit Judge Ross in San Diego Land and Town Case, 1896— 
Present value, not cost, the true basis. 

Circuit Judge Thayer in Kansas City Stock-Yards Case, 1897—Cost 
plus appreciation in value. 

Justice Harlan in Smyth v. Ames, 1898—Fair value of property used 
and how ascertained. 

Justice Harlan in San Diego Land and Town Case, 1899—Reason- 
able value at time used. 

Justice Holmes in San Diego Land and Town Case, 1903—Reason- 
able value at time used. 

Circuit Judge Morrow in Spring Valley Water Case, 1908—Reason- 
able value at time used. 

Justice Peckham in San Joaquin Irrigation Case, 1904—Present value. 

Columbus, Ohio, Electricity Rate Case, 1906—Fair present value of 
tangible and intangible property. 

Justice Peckham in Consolidated Gas Case, 1909—Fair value gen- 
erally includes appreciation. 

Iowa Supreme Court in Cedar Rapids Gas Case, 1909—Reproduc- 
tion-cost-less-depreciation the controlling factor. 

Oklahoma Supreme Court in Pioneer Telephone Case, 1911—Re- 
production-cost-less-depreciation the controlling factor. 

District Judge Evans in Cumberland Telephone Company Case, 
1911—F air value not determined by construction cost. 

Wisconsin Railroad Commission in Manitowoc Water Case, 1911— 
Elements of physical valuation. 

District Judge Farrington in Spring Valley Water Rate Case, 1911— 
Elements of fair value reviewed. 

Trend of decisions on fair value. 

No authoritative determination of standard of value. 

Recent decisions. 

Valuation standards. 


§ 20. Earlier decisions. 
The discussion of fair value for rate purposes is of recent 
origin. As we have seen above (§3), the courts have 
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but recently held that a rate established under the author- 
ity of a state could be annulled on the ground that it 
failed to afford the company a fair return on the fair value 
of its property. Consequently the elements of fair value 
have only recently been discussed. In the earlier of these 
opinions the discussions are vague and do not attempt 
to actually fix a fair value for the purposes of the case in 
hand. Detailed information for this purpose was for the 
most part lacking, and the discussion of the court was 
largely in the nature of dicta. It is only in a few of the 
most recent cases that the court has had the complete 
data essential to more definite conclusions. In the fol- 
lowing pages the court decisions are quoted with a view 
to showing in the courts’ own words the development 
of this concept. 


§ 21. Justice Brewer in Union Pacific Railway Cases, 1894 
—No hard and fast rule of valuation. 

In Ames v. Union Pacific Railway Company, 64 Fed. 
165, decided in the United States Circuit Court on Novem- 
ber 12, 1894,! actions were brought by the complainants, 
stockholders in the railroad corporations named as de- 
fendants, to restrain by injunction the officials of the State . 
of Nebraska from enforcing certain acts of the Nebraska 
legislature prescribing maximum rates on intrastate rail- 
road freight. The injunction was granted. Justice Brewer 
says (at page 177): 


What is the test by which the reasonableness of rates is de- 
. termined? This is not yet fully settled. Indeed, it is doubtful 
whether any single rule can be iaid down, applicable to all 
cases. If it be said that the rates must be such as to secure to 
the owners a reasonable per cent. on the money invested, it 


1 The decision covered also the cases of Smith eé al. v. Chicago & N. W. 
R. Co. eé al., Higgonson ef al. v. Chicago, B. & Q. R. Co. et al. 


oy 
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will be remembered that many things have happened to make 
the investment far in excess of the actual value of the property,— 
injudicious contracts, poor engineering, unusually high cost of 
material, rascality on the part of those engaged in the construc- 
tion or management of the property. These and many other 
things, as is well known, are factors which have largely entered 
into the investments with which many railroad properties stand 
charged. Now, if the public was seeking to take title to the 
railroad by condemnation, the present value of the property, and 
not the cost, is that which would have to pay. In like manner, 
it may be argued that, when the legislature assumes the right to 
reduce, the rates so reduced cannot be adjudged unreasonable if, 
under them, there is earned by the railroad company a fair 
interest on the actual value of the property. It is not easy to 
always determine the value of railroad property, and if there is 
no other testimony in respect thereto than the amount of stock 
and bonds outstanding, or the construction account, it may be 
fairly assumed that one or other of these represents it, and com- 
putation as to the compensatory quality of rates may be based 
upon such amounts. In the cases before us, however, there is 
abundant testimony that the cost of reproducing these roads is 
less than the amount of the stock and bond account, or the 
cost of construction, and that the present value of the property 
is not accurately represented by either the stocks and bonds, or 
the original construction account. Nevertheless, the amount of 
money that has gone into the railroad property—the actual 
investment, as expressed, theoretically, at least, by the amount 
of stocks and bonds—is not to be ignored, even though such sum 
is far in excess of the present value. It was said in the case of 
Reagan v. Farmers’ Loan & Trust Co., 154 U.S. 362, 41:2, 38 L. 
ed. 1014, 14 Sup. Ct. 1047, 1059, decided May 26, 1894: 


It is unnecessary to decide, and we do not wish to be understood 
as laying down an absolute rule, that in every case a failure to pro- 
duce some profit to those who have invested their money in the build- 
ing of a road is conclusive that the tariff is unjust and unreasonable. 
And yet justice demands that every one should receive some com- 
pensation for the use of his money or property, if it be possible, with- 
out prejudice to the rights of others. 
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It is not always reasonable to cast the entire burden of the de- 
preciation on those who have invested their money in railroads. 
Take the Union Pacific Railway, for illustration. At the time the 
government created the corporation, to induce the building of 
this transcontinental road through a largely unoccupied terri- 
tory, it loaned to the company $16,000 a mile; taking as security 
therefor a second lien on the property, and granting to the corpo- 
ration the right to create a prior lien to an equal amount, which 
was done. ‘There is testimony tending to show that the road in 
Nebraska could be built to-day for $20,000 a mile. Would it 
be full justice to the government, would it satisfy the common 
sense of right and wrong, would it be reasonable, for the state 
of Nebraska to so reduce the rates that the earnings of the road 
would only pay ordinary interest on $20,000 a mile, and so, the 
holders of the first lien being paid their interest, the government 
be forced to be content with only interest on one-fourth of its 
investment? Or, to put the case in a little stronger light, sup- 
pose the promoter of this enterprise had been some private 
citizen, who had advanced his $16,000 a mile as a second lien, 
and that the road could be constructed to-day for only $16,000 
a mile. Would it be reasonable and just to so reduce rates as 
to simply pay to the holders of the first lien reasonable interest, 
and leave him without any recompense for his investment? 
Is there not an element of equity which puts the reduction of 
rates in a different attitude from the absolute taking of the prop- 
erty by virtue of eminent domain? In the latter case, while 
only the value is paid, yet that value is actually paid, and the 
owners may reinvest, and take the chances of gain elsewhere, 
whereas, if the property is not taken, the owners have no other 
recourse than to receive the sum which the property they must 
continue to own will earn under the reduced rates. Considera- 
tions such as these compel me to say that I think there is 
no hard and fast test which can be laid down to determine in all 
cases whether the rates prescribed by the legislature are just and 
reasonable, and that often many factors enter into the determi- 
nation of the problem. 
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§ 22. Circuit Judge Ross in San Diego Land and Town 
Case, 1896—Present value, not cost, the true basis. . 
In San Diego Land and Town Company v. National 
City, 74 Fed. 79, United States Circuit Court, decided 
May 4, 1896, an action was brought to enjoin the en- 
forcement of an ordinance of the board of trustees of a 
municipality establishing water rates. The complaint 
was dismissed. Judge Ross says (at pages 83, 84): 


In the solution of that problem many considerations may 
enter; among them, the amount of money actually invested. 
But that is by no means, of itself, controlling, even where the 
property was at the time fairly worth what it cost. If it has 
since enhanced in value, those who invested their money in it, 
like others who invest their money in any other kind of property, 
are justly entitled to the benefit of the increased value. If, on 
the other hand, the property has decreased in value, it is but 
right that those who invested their money in it, and took the 
chances of an increase in value, should bear the burden of the 
decrease. In my judgment, it is the actual value of the property 
at the time the rates are to be fixed that should form the basis 
upon which to compute just rates; having, at the same time, due 
regard to the rights of the public, and to the cost of maintenance 
of the plant, and its depreciation by reason of wear and tear. 
If one has property to sell, it is its present value that is looked to, 
one element of which may very properly be its cost; but one ele- 
ment only. So, too, if one has property to lease, it is its present 
value, rather than its cost, upon which the amount of rent is 
based. And if, as said by Mr. Justice Brewer in Ames v. Rail- 
way Co. [64 Fed. 165, quoted in § 21,] supra, the public 
were seeking to condemn the property in question for a greater 
public use, if that be possible, its present value, and not its cost, 
is that which the public would have to pay. It follows, I think, 
that, where the public undertakes to reduce the rates to be 
charged for the use of such property, it is its present value, and 
not its cost, that must be taken as a basis upon which to fix 
reasonable and just rates; having due regard to the cost of its 
maintenance, to its depreciation by reason of wear and tear, and 
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also to the rights of the public. If, upon such a basis, a fair 
interest is allowed, no just cause of complaint can exist.? 


In San Diego Land and Town Co. v. Jasper, 110 Fed. 
702, 714, decided August 26, 1901, Judge Ross reaffirms 
the views expressed by him in 74 Fed. 79. 


§ 23. Circuit Judge Thayer in Kansas City Stock-Yards Case, 
1897 —Cost plus appreciation in value. 

In Cotting v. Kansas City Stock-Yards Co., 82 Fed. 
850, 854, decided October 28, 1897, actions were brought 
to enjoin the enforcement of statutes of the State of 
Kansas fixing maximum charges for services at complain- 
ant’s live-stock yards. Upon the final hearing the Federal 
Circuit Court dismissed the complaint, though granting 
a temporary injunction pending an appeal. Circuit 
Judge Thayer said (at pages 854, 855): 


When a valuation is placed on property which has become af- 
fected with a public use, for the purpose of ascertaining whether 
the maximum rate of compensation fixed by law for its use is 
reasonable or otherwise, it is obvious that the income derived 
therefrom by the owner before it was subjected to legislative 
control cannot always be accepted as a proper test of value, 
because the compensation which the owner charged for its 
use may have been excessive and unreasonable. Again, when 
property has been capitalized by issuing stock, neither the 
market value nor the par value of the stock can be accepted in 
all cases as a proper criterion of value, because the stock may 
not represent the money actually invested, and, furthermore, 
because the property may have been capitalized mainly with 
reference to its income-producing capacity, on the assumption 
that it is ordinary private property, which the owner may use as 
he thinks proper, without being subject to legislative control. 


2 For the opinion of Justice Harlan on appeal of this case to the United 


States Supreme Court, see § 25. 
3 For opinion of United States Supreme Court on appeal of this case, 


see infra, § 26. 
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On the other hand, however, when property is valued for the 
purpose last stated, it is clear that the owner thereof is entitled 
to the benefit of any appreciation in value above the original cost 
and the cost of improvements, which is due to what may be 
termed natural causes. If improvements made in the vicinity of 
the property, the growth of the city or town where it is located, 
the building of railroads, the development of the surrounding 
country, and other like causes, give property an increased value, 
the owner cannot be deprived of such increase by legislative 
action which prevents him from realizing an income commen- 
surate with the enhanced value of his property. . . . Upon the 
whole, therefore, the court concludes that the value of the prop- 
erty used for stock-yards purposes, as assessed by the master, 
is not unreasonable, considering the object for which such val- 
uation was made, and that no sufficient reasons have been 
shown for disturbing the finding of the master on that issue.* 


§ 24. Justice Harlan in Smyth v. Ames, 1898—Fair value of 
property used and how ascertained. | 

Smyth v. Ames, 169 U. 8. 466, 18 Sup. Ct. 418, 42 L. 
ed. 819, decided March 7, 1898, is a leading case on the 
question of the determination of reasonable rates. In 
this case the United States Supreme Court decided against 
the constitutionality of a Nebraska statute establishing 
maximum freight rates. Justice Harlan, in delivering 
the opinion of the court, says (at page 544): ‘ 


If a railroad corporation has bonded its property for an 
amount that exceeds its fair value, or if its capitalization is 
largely fictitious, it may not impose upon the public the bur- 
den of such increased rates as may be required for the purpose 


4Upon appeal to the United States Supreme Court, the decree of the 
Circuit Court was reversed with directions that the complainant’s prayer 
be granted, upon the ground that the statute in question violated the 
Fourteenth Amendment to the United States Constitution in that it ap- 
plied only to the Kansas City Stock-Yards Company and not to other 
companies or persons engaged in like business in Kansas. © 
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of realizing profits upon such excessive valuation or fictitious 
capitalization; and the apparent value of the property and 
franchises used by the corporation, as represented by its stocks, 
bonds, and obligations, is not alone to be considered when de- 
termining the rates that may be reasonably charged. . . . 


The court here quotes Covington and Lexington Turn- 
pike Road v. Sandford, 164 U. S. 578, 17 Sup. Ct. 198, 41 
L. ed. 560, decided December 14, 1896, and continues (at 
pages 545, 546): 


Acorporation maintaining a public highway, although it owns 
the property it employs for accomplishing public objects, must 
be held to have accepted its rights, privileges, and franchises 
subject to the condition that the government creating it, or the 
government within whose limits it conducts its business, may by 
legislation protect the people against unreasonable charges for 
the services rendered by it. It cannot be assumed that any 
railroad corporation, accepting franchises, rights and _privi- 
leges at the hands of the public, ever supposed that it acquired, 
or that it was intended to grant to it, the power to construct 
and maintain a public highway simply for its benefit, without 
regard to the rights of the public. But it is equally true that 
’ the corporation performing such public services and the people 
interested in its business and affairs have rights that may not be 
invaded by legislative enactment in disregard of the fundamen- 
tal guarantees for the protection of property. The corporation 
may not be required to use its property for the benefit of the pub- 
lic without receiving just compensation for the services ren- 
_ dered by it. How such compensation may be ascertained, and 
what are the necessary elements in such inquiry, will always 
be an embarrassing question. .. . ; 

We hold, however, that the basis of all calculations as to the 
the reasonableness of rates to be charged by a corporation main- 
taining a highway under legislative sanction must be the fair 
value of the property being used by it for the convenience of 
the public. And in order to ascertain that value, the original 
cost of construction, the amount expended in permanent im- 
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provements, the amount and market value of its bonds and 
stock, the present as compared with the original cost of con- 
struction, the probable earning capacity of the property under 
particular rates prescribed by statute, and the sum required 
to meet operating expenses, are all matters for consideration, 
and are to be given such weight as may be just and right in each 
case. We do not say that there may not be other matters to 
be regarded in estimating the value of the property. What the 
company is entitled to ask is a fair return upon the value of that 
which it employs for the public convenience. On the other 
hand, what the public is entitled to demand is that no more be 
exacted from it for the use of a public highway than the serv- 
ices rendered by it are reasonably worth. 


In the foregoing case the court did not attempt to fix 
the fair value of the property, so that the above is very 
largely dicta. After considering the effect of the proposed 
rates on the earnings of the companies, the court came to 
the conclusion that they could not be considered reason- 
able on any possible basis of value. 


§ 25. Justice Harlan in San Diego Land and Town Case, 1899 
—Reasonable value at time used. _ 

In San Diego Land and Town Company v. National 
City, 174 U.S. 739, 19 Sup. Ct. 804, 43 L. ed. 1154, decided 
May 22, 1899, in which the United States Supreme Court 
affirmed a dismissal by the Circuit Court of a complaint in 
an action to enjoin the enforcement of a municipal ordi- 
nance establishing water rates (see § 22, supra), Jus- 
tice Harlan, writing the opinion of the court, says (at 
pages 757-758) : 

The contention of the appellant in the present case is that 
in ascertaining what are just rates the court should take into 
consideration the cost of its plant; the cost per annum of oper- 
ating the plant, including interest paid on money borrowed and 
reasonably necessary to be used in constructing the same; the 
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annual depreciation of the plant from natural causes resulting 
from its use; and a fair profit to the company over and above 
such charges for its services in supplying the water to consumers, 
either by way of interest on the money it has expended for the 
public use, or upon some other fair and equitable basis. Un- 
doubtedly, all these matters ought to be taken into considera- 
tion, and such weight be given them, when rates are being fixed, 
as under all the circumstances will be just to the company and 
to the public. The basis of calculation suggested by the ap- 
pellant is, however, defective in not requiring the real value of 
the property and the fair value in themselves of the services 
rendered to be taken into consideration. What the company 
is entitled to demand, in order that it may have just compen- 
sation, is a fair return upon the reasonable value of the property 
at the time it is being used for the public. The property may 
have cost more than it ought to have cost, and its outstanding 
bonds for money borrowed and which went into the plant may 
be in excess of the real value of the property. So that it cannot 
be said that the amount of such bonds should in every case 
control the question of rates, although it may be an element 
in the inquiry as to what is, all the circumstances considered, 
just both to the company and to the public. 


§ 26. Justice Holmes in San Diego Land and Town Case, 
1903—Reasonable value at time used. 

In San Diego Land and Town Company v. Jasper, 
189 U. S. 439, 23 Sup. Ct. 571, 47 L. ed. 892, decided 
April 6, 19038, an action in equity was brought in the 
Federal Circuit Court against the board of supervisors 
of San Diego County and others for the purpose of hav- 
ing certain water rates which had been fixed by the board 
declared void on the ground of being unduly low. The 
Circuit Court dismissed the complaint (San Diego Land 
and Town Co. v. Jasper, 110 Fed. 702, see also § 22, supra) 
and on appeal to the United States Supreme Court the dis- 
missal was affirmed. Justice Holmes, writing the opinion 
of the court, says (at pages 442, 443): 


28 VALUATION [§ 27 


The main object of attack is the valuation of the plant. It 
no longer is open to dispute that under the constitution “what 
the company is entitled to demand, in order that it may have 
just compensation, is a fair return upon the reasonable value 
of the property at the time it is being used for the public.” San 
Diego Land and Town Company v. National City, 174 U. 5. 739 
and 757.5 That is decided, and is decided as against the con- 
tention that you are to take the actual cost of the plant, annual 
depreciation, etc., and to allow a fair profit on that footing over 
the above expenses. We see no reason to doubt that the Cal- 
ifornia statute means the same thing. Yet the only evidence 
in favor of the higher value in the present case, is the original 
cost of the work, seemingly inflated by improper charges to 
that account and by injudicious expenditures (being the cost 
to another company which sold out on foreclosure to the ap- 
pellant), coupled with a recurrence to testimony as to the 
rapid depreciation of the pipes. In this way the appellant 
makes the value over a million dollars. No doubt cost may be 
considered, and will have more or less importance according to 
circumstances. In the present case it is evident for reasons, 
some of which will appear in a moment that it has very little 
importance indeed. 


§ 27. Circuit Judge Morrow in Spring Valley Water Case, 
1903—Reasonable value at time used. 

In Spring Valley Waterworks v. San Francisco, 124 
Fed. 574, decided June 29, 1903, upon a motion for a 
preliminary injunction to restrain the city and county 
of San Francisco and its board of supervisors and con- 
sumers from enforcing an ordinance of the board which 
prescribed certain water rates, Circuit Judge Morrow, 
in granting the motion, says (at pp. 591, 595) with refer- 
ence to the valuation of complainant’s water plant: 


It may be considered as established that it is the reasonable 
value of the property at the time it is being used for the public 
service, but how this value is to be ascertained, and what ele- 


5 Quoted above, § 25. 
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ments are to be included in the estimate, are still subjects of 
controversy. ... 

The principles of just compensation established by the courts 
in the several cases they have had under consideration are of 
great assistance in solving many of the difficult questions in- 
volved in this character of litigation; but the application of 
these principles to the facts of a particular case is, after all, the 
simple rule of determining what, under all the circumstances, 
is reasonable and just as between the rate payers and the cor- 
poration engaged in performing the public service. 


§ 28. Justice Peckham in San Joaquin Irrigation Case, 1904— 
Present value. 

In Stanislaus County v. San Joaquin and King’s River 
Canal and Irrigation Co., 192 U. 8. 201, 26 Sup. Ct. 
241, 48 L. ed. 406, decided January 18, 1904, Stanis- 
laus County, California, appealed to the United States 
Supreme Court from a decree of the Circuit Court set- 
ting aside an ordinance adopted by the board of super- 
visors of the county prescribing the water rates to be 
charged by the water company for the ensuing year. 
In reversing the decree of the court below, Justice Peck- 
ham, delivering the Supreme Court’s opinion, says (at 
pages 213, 214): 


It is not confiscation nor a taking of property without due 
process of law, nor a denial of the equal protection of the laws, to 
fix water rates so as to give an income of 6 per cent. upon the 
then value of the property actually used, for the purpose of 
supplying water as provided by law, even though the company 
had prior thereto been allowed to fix rates that would secure to 
it one and a half per cent. a month income upon the capital ac- 
tually invested in the undertaking. . . . The original cost may 
have been too great; mistakes of construction, even though 
honest, may have been made, which necessarily enhanced the 
cost; more property may have been acquired than necessary 
or needful for the purpose intended. 
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§ 29. Columbus, Ohio, Electricity Rate Case, 1906—Fair 
present value of tangible and intangible property. 

In the case of Columbus Railway and Light Company 
v. City of Columbus, an application was made for an 
injunction against the enforcement of a city ordinance 
reducing electricity rates. The special master reported 
in favor of a permanent injunction and his report was con- 
firmed by the United States Circuit Court without 
opinion. The special master, after quoting at length 
from the decisions of the courts in relation to fair value, 
says (at pages 29, 49): ® | 


In other words, fictitious values will be disregarded, improvi- 
dent and unwise expenditures will not be taken into account, but 
only the fair value of the property will be used as a basis, in- 
cluding, however, in such fair value not only the tangible prop- 
erty devoted to the public service, but such intangible value as 
may be legitimate and may be justly, under all circumstances, 
credited to the producer on the one hand, and debited to the 
consumer on the other, so as to bring about the just compensa- 
tion rightly belonging to the company, and legitimately to be 
paid for by the consumer. 

Necessarily the ascertainment of such value is in all cases a 
difficult matter, and its final adjustment by the court can rarely, 
if at all, be made with mathematical exactness. All the court can 
do is, from the evidence, to arrive at such a value as will, all 
things considered, be fairly equally just to both parties. .. . 

Considering all of the above elements as entering into the 
valuation of complainant’s property, viz., the total cost thereof 
$2,000,000, the rental or purchase price $1,650,000; the fair 
replacement value of its tangible property at about $1,600,000; 
the depreciation properly to be allowed for property not neces- 
sary for present use in supplying the service demanded; the 
addition after the purchase from complainant’s lessor of over 


6 Columbus Railway and Light Co. v. City of Columbus, No. 1206, in 
equity, United States Circuit Court, Southern District of Ohio, Eastern 
Division, Report of Special Master T. P. Linn, June 8, 1906. 
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$350,000 in cash by way of improvements and extensions; the 
market value of its securities at the time and shortly prior to the 
lease $1,700,000, and without attempting to fix any definite 
value upon the intangible assets, I conclude that the fair value 
of complainant’s property devoted to the public service upon 
which it is entitled to ask a fair return, and for which the public 
should be required to pay a reasonable price for its use, is, at 
least, the sum of $1,650,000. Manifestly this valuation cannot 
be made with mathematical accuracy, but in view of the testi- 
mony, which can not be reviewed here in detail, it is a valuation 
which seems to me just to both complainant and defendant as a 
basis for determining whether or not the ordinance in question 
will result, upon this valuation, in taking complainant’s prop- 
erty without due process of law. 


§ 30. Justice Peckham in Consolidated Gas Case, 1909—Fair 
value generally includes appreciation. 

In Willcox v. Consolidated Gas Co., 212 U. 8S. 19, 29 
Sup. Ct. 192, 53 L: ed. 382, decided January 4, 1909, where 
it was sought to restrain the enforcement of gas rates 
prescribed by the New York state legislature, and the Gas 
Commission, Justice Peckham says (at page 52): 


And we concur with the court below in holding that the 
value of the property is to be determined as of the time when 
the inquiry is made regarding the rates. If the property, which 
legally enters into the consideration of the question of rates, has 
increased in value since it was acquired, the company is entitled 
to the benefit of such increase. This is, at any rate, the general 
rule. We do not say there may not possibly be an exception to 
it, where the property may have increased so enormously in — 
value as to render a rate permitting a reasonable return upon 
such increased value unjust to the public. How such facts 
should be treated is not a question now before us, as this case 
does not present it. We refer to the matter only for the purpose 
of stating that the decision herein does not prevent an inquiry 
into the question when, if ever, it should be necessarily pre- 
sented. 
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§ 31. Iowa Supreme Court in Cedar Rapids Gas Case, 1909— 
Reproduction-cost-less-depreciation the controlling factor. 
In Cedar Rapids Gas Light Company v. Cedar Rapids, 
144 Iowa, 426, 120 N. W. 966, 968, decided May 4, 1909, 
upon an appeal from a dismissal of a complaint to enjoin 
the enforcement of an ordinance of the council of the city 
of Cedar Rapids fixing the price of gas, the lowa Supreme 
Court, in affirming the dismissal said, at page 432, per 
Judge Ladd: 


There is no controversy, however, if we understand counsel 
rightly, but that the company is entitled to have its property 
appraised at its fair value in December, 1906: What such an 
enterprise was then worth cannot be determined by the mere 
addition of the separate values of its component parts, nor from 
the cost alone, nor from what it formerly might have been sold 
at if such price were influenced by excessive rates, nor from 
what it might cost to replace alone, for this, in view of its use, 
would involve mere estimates of depreciation and contingencies 
incident to construction. .. . 

Any person or corporation contemplating the purchase of 
such a property quite naturally would inquire into its history, 
the character of its management in the past, and the amount 
expended in its construction. . . . A careful review of the en- 
tire record, which has been repeated, has led to the conclusion 
that a fair valuation of the entire plant is somewhere between 
$300,000 and $350,000. This is largely in excess of its cost, but, 
according to the record, the value of material as well as the cost 
of labor has greatly increased since much of the plant was con- 
structed. On the other hand, to put the value above the limit 
mentioned would require us to ignore the depreciation due to 
age, decay, inadequacy, and the like, on account of which de- 
fendant has been charging off its books large sums, and which 
the proof shows should be taken into account. 


This decision was affirmed by the Supreme Court of 
the United States, March 11, 1912 (223 U.S. 670). Jus- 
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bin Holmes states that the attitude of the state court 
“fair”? and that it had “fixed a value on the plant 
os considerably exceeded its cost.” 


§ 32. Oklahoma Supreme Court in Pioneer Telephone Case, 
1911—Reproduction-cost-less-depreciation the control- 
ling factor. 

In Pioneer ereenies and ‘Telegraph Company ». 
Westenhaver, 29 Okl. —, 118 Pac. 354, decided Janu- 
ary 10, 1911, an eae was taken by the telephone 
company to the Supreme Court of Oklahoma from an 
order of the Corporation Commission directing the resto- 
ration substantially of certain telephone rates which had 
been increased by the company. In the course of the pro- 
ceeding before the Corporation Commission a valuation 
was made of the company’s plant. In reversing the Com- 
missioners’ order, the court, per Judge Hayes, says (at 
pages 355, 356): 


The basis of all calculations as to the reasonableness of the 
rates to be charged by public service corporations is the fair 
value of the property used by the corporation in rendering the 
service to the public. ... The rate is fair when its application 
will yield a fair return upon the reasonable value of the property 
at the time it is being used for the public. It is unfair, when it 
does not yield such return. . . . No inflexible method for the 
ascertainment of the value of the property used in the service 
has been fixed by legislative bodies dealing with rates, or by the 
courts in determining the validity of rates, and from the nature 
of the subject no inflexible method can be fixed. Sometimes 
the present value is arrived at by ascertaining the original cost 
of construction and all betterments, and deducting therefrom 
for depreciation; but this method does not always prove to be 
fair and just. If there was extravagance and unnecessary waste 
in the construction, or, as is often the case, fictitious stocks and 
bonds issued, the proceeds of which did not go into the original 
construction, such method would prove unfair to the public. 


3 
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On the other hand, where the market price of the physical units 
or of the labor entering into the construction of the plant has 
advanced since its construction, the original cost may be much 
lower than the present value; and for that reason be to the owner 
of the plant an unfair determination of its present value. The 
method most frequently used is to ascertain what it will cost to 
reproduce the plant or the cost of its replacement at the present 
time, and deduct therefrom for depreciation in the existing plant. 
Both methods may be used and considered in ascertaining the 
present value, and both are often resorted to as was done in. 
this case. 


§ 33. District Judge Evans in Cumberland Telephone Com- 
pany Case, 1911—Fair value not determined by con- 
struction cost. 

Cumberland Telephone and Telegraph Company ». 
City of Louisville, 187 Fed. 637, decided April 25, 1911, 
United States Circuit Court, was a suit to enjoin the en- 
forcement of a rate ordinance. District Judge Evans 
in granting the injunction asked for, says (at page 642): 


The ascertainment of the present value of the company’s’ 
plant is therefore a matter of prime importance, and the subject, 
speaking generally, may be viewed from many standpoints, as 
to which it may suffice for present purposes to suggest that if” 
the expenditures in the construction and equipment of a public’ 
utility corporation have been absurdly extravagant and waste- 
ful it would not be admissible to say that such outlays fairly 
indicated the real value of its plant nor in such a state of case 
that rates should be fixed upon a scale that would pay ordinary ° 
dividends upon a licentiously extravagant cost of property, and : 
similar considerations might apply if fictitious values were the’ 
result of ‘‘watering” the stock. On the other hand, if property 
had been obtained at a price far below its real value in better 
hands, or if some one of the many accidents or unsuspected 
reasons for a large increase should fortunately operate to double 
the value of a plant it would not be just nor reasonable to con-: 
fine ourselves to the lower or former value not to say that such’ 
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former value continued to be the real one. The value of a plant 
may depend upon good fortune, upon good management or 
upon fortuitous circumstances, but in every event the reason- 
able value of the property ‘‘at the time it is used for the public” 
is the value we are to ascertain for the purposes of this contro- 
versy. 


§ 34. Wisconsin Railroad Commission in Manitowoc Water 
Case, 1911—-Elements of physical valuation. 

In re Manitowoc Water Works Company, 7 W. R. C. R. 

71, 74, decided June 27, 1911, the Wisconsin Railroad 


Commission says: 


In determining the value of the physical property of a public 
utility several elements must be taken into consideration. The 
three elements of greatest importance in fixing the value of such 
plants are the original cost, the cost of reproducing the plant, 
and the present value. As to which of these elements shall be 
given the greatest consideration, must depend upon the circum- 
stances in each case and must also depend upon the purpose for 
which the valuation is made. See Hill et al. v. Antigo Water 
Co..3 W. R. C. R. 623, 631; In re Menominee and Marinette 
Light and Traction Co., 3 W. R. C. R. 778, 785-787; State 
Journal Prtg. Co. et al. v. Madison Gas & Electric Co., 4 W. 
Hey C2 R501) 557, | 


§ 35. District Judge Farrington in Spring Valley Water Rate 
Case, 1911—Elements of fair value reviewed. 

In the case of Spring Valley Water Works v. San Fran- 
cisco, 192 Fed. 187, decided October 21, 1911, District 
Judge Farrington gives a comprehensive and carefully 
considered opinion in regard to the elements of fair value. 
This case is a continuation of the case by the same title 
reported in 165 Fed. 667 and decided October 7, 1908, . 
and in which the opinion was also by Judge Farrington. 
In the 1911 case a permanent injunction was granted 
against the enforcement of rates, fixed by municipal ordi- 


36 VALUATION [$ 35 


nance. In that case District Judge Farrington said (at 
pages 145, 146): 


8. What the company is entitled to demand in order that 
it may have just compensation, is a fair return upon the reason- 
able value of the property at the time it is being used for the 
publier...0.. 

9. The public has a right to demand that no more shall be 
exacted than the services rendered are reasonably worth. The 
public cannot be subjected to unreasonable rates in order simply 
that stockholders may earn dividends. .. . 

10. Cost of reproduction is not a fair measure of value, 
unless a proper allowance is made for depreciation, because -all 
constructive portions of the plant are subject to decay, and to 
be worn out or consumed by use... . 

11. Original cost is not always a fair criterion of present 
value, because the plant may have cost too much, or it may be of 
unnecessary dimensions. If it has increased in value since its 
acquisition, the company is entitled to the benefit of such in- 
crease, if such increased valuation does not require a return so 
large as to be unreasonable and unjust to the public. . 

12. The aggregate value of bonds and issued capital stock of 
the company at present market prices is not a reliable index 
of the value of the plant, because such prices often rise and fall 
from the operation of causes which have little or nothing to do 
with the real intrinsic value of the property, and the bonded 
or other indebtedness of the company may exceed the actual 
value of its property. 

The most important fact to be determined is the value of the 
property. The value to be ascertained is the value at the time 
of the inquiry. Only that property is to be considered which 
was then used and useful in supplying San Francisco with water. 
Among the proper matters to be considered are the original 
cost of construction; the amount expended in permahent im- 
provements; the amount and market value of stock and bonds; 
the present, as compared with original, cost of construction; the 
probable earning capacity of the property under the particular 
rates prescribed by the ordinance for each of the years in ques- 


§ 36] Fair VALUE 37 


tion; the sums required to meet operating expenses; what it 
will cost to obtain water, equal in quantity and quality to the 
present supply, from the next most available source; the de- 
preciation suffered by that portion of the plant which is worn by 
use or action of the elements, or shorn of its value by newer, 
cheaper, and more efficient appliances and machinery; the fact 
that the plant has a franchise and is a going concern, with an 
established business and thousands of customers, whose buildings 
are connected with the distributing system; and appreciation 
in value since the various properties constituting the plant were 
acquired. To each of these factors just and proper weight must 
be given; and, finally, the result must be the reasonable and fair 
value of the plant as between the company and the public. 


§ 36. Trend of decisions on fair value. 

In 1898, in the leading case of Smyth v. Ames, decided 
March 7, 1898 (see above, § 24), Justice Harlan said: 
“We hold, however, that the basis of all calculations 
as to the reasonableness of rates . . . must be the fair 
value of the property being used . . . for the convenience 
of the public.” This principle was repeated the following 
year by Justice Harlan in San Diego Land and Town Co. 
v. National City (see above, § 25) and in 1903 by Justice 
Holmes in San Diego Land and Town Co. v. Jasper (see 
above, § 26). 

In Smyth v. Ames, also, Justice Harlan pointed out 
certain elements to be considered in determining the fair 
value of property being used (see above, § 24). He says 
that ‘‘the original cost of construction, the amount 
expended in permanent improvements, the amount and 
market value of its bonds and stock, the present as com- 
pared with the original cost of construction; the probable 
earning capacity under particular rates prescribed by 
statute, and the sum required to meet operating expenses, 
are all matters for consideration and are to be given such 
weight as is just and right in each case.”’” The court, how- 
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ever, is careful to add that there may be other elements 
besides those enumerated that should be taken into con- 
sideration in fixing fair value. The court evidently felt 
that the equities of each case should determine the weight 
to be given to these various elements. It evidently agrees 
with the statement made by Justice Brewer in the Circuit 
Court in 1894 that ‘‘there is no hard and fast test which 
can be laid down” to determine fair value (see above, § 21). 


§ 37. No authoritative determination of standard of value. 
In Advances in Rates, Eastern Case, 20 I. C. C. R. 248, 
261, decided February 22, 1911, the opinion of Interstate 
Commerce Commissioner Prouty, after citing Smyth 
v. Ames (see § 24) refers to the lack of an authoritative 
determination of a standard of value as follows: 


The foregoing are the factors which, in the opinion of the Su- 
preme Court, are to be weighed in determining the value of these 
properties for rate-making purposes. When it is remembered 
that information upon one and perhaps the most important of 
these heads is entirely lacking, that the Supreme Court itself 
has not attempted to assign a particular value to any one of 
the above factors, which must be combined to produce the 
result, that counsel after the most careful consideration, both 
of the law and of the economic and social problems which under- 
lie this subject, are hopelessly divided as to the relative im- 
portance of these respective items, it will be seen that anything 
like a mathematical conclusion, or one for which a definite 
reason can be assigned, is impossible. Further reflection con- 
firms what this Commission, having under advisement a similar 
question, said In re Proposed Advances in Freight Rates, 9 I. 
C.C. R. 382, 404: 


It is plain that until there be fixed, either by legislative enactment 
or judicial interpretation, some definite basis for the valuation of rail- 
road property and some limit up to which that property shall be al- 
lowed to earn upon that valuation, there can be no exact determination 
of these questions. In the absence of such a standard the tribunal, 
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whether court or commission, which is called upon to consider this 
matter, can only rely upon the exercise of its best judgment. 


We must take the history of these properties and, from a 
consideration of all the facts before us, arrive at some rough 
notion of their value for railroad purposes. 


§ 38. Recent decisions. 

Since the decision in Smyth v. Ames in 1898 (see § 24) 
the elements of value there enumerated have often been 
quoted by lower courts and commissions and have often 
been referred to as fixing definitely the steps to be taken 
in any proceedings for the determination of fair value 
for rate purposes. The Wisconsin and Washington Rail- 
road Commissions, for example, in various earlier opinions 
take pains to show that the various matters mentioned 
in Smyth v. Ames have received due consideration. On 
the other hand, the United States Supreme Court in two 
recent cases has apparently given no attention to the con- 
sideration of many of the factors enumerated in Smyth 
v. Ames. - In Knoxville v. Knoxville Water Co., 212 U.S. 
1, 29 Sup. Ct. 148, 53 L. ed. 371, decided January 4, 1909, 
and Willcox v. Consolidated Gas Co., 212 U. 8. 19, 29 
Sup. Ct. 192, 53 L. ed. 382, decided January 4, 1909, 
almost the only elements of value considered were cost- 
of-reproduction and existing depreciation. Even before 
these two decisions the lower courts and commissions 
in most cases while nominally at least considering various 
elements of value have in fact apparently made cost-of- 
reproduction-less-depreciation the controlling factor (see 
Sealy 323.72). 


§ 39. Valuation standards. 

' While, therefore, it is established that a public service 
corporation must as a general rule be allowed to charge 
a rate that will produce a fair return on the fair value of 
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the property used in the service of the public, there is as 
yet no authoritative determination of what constitutes 
fair value. The entire subject is in a developmental 
stage. Various standards and combinations of standards 
are being used or advocated. The three fundamental 
standards are: 1. Market value as a going concern. 
2. Cost of reproduction. 3. Actual cost. Usually whether 
acknowledged or not one of these three standards will 
be the controlling factor. The appraiser may consider 
all three factors and may claim to give them all equal 
weight, but in fact, perhaps unconsciously, use the other 
two factors merely to throw light on the third which is 
made the actual standard. For example, cost-of-repro- 
duction may be the actual standard and actual cost and 
market value considered only in so far as they help to 
test or confirm the estimated cost-of-reproduction. The 
courts and commissions have in the main prudently 
refrained from disclosing their real standard of value, 
as they have realized the newness of the subject and the 
danger of creating precedents that may compromise 
future action when the entire problem has been more fully 
disclosed. 


CHAPTER III 
Market Value as a Standard for Rate Purposes 


§ 50. Usual meaning of market value. 

51. Application to railroad valuation. 

52. Use by Washington Railroad Commission. 

53. Statement of theory by Henry Earle Riggs—Investment value. 

54. Competition in its relation to market value theory. 

55. Favorable location in its relation to market value theory. 

56. Monopoly value. 

57. Reasonable rates cannot be based on market value. 

58. The misplaced or partially obsolete plant. 

59. Same subject—San Francisco Water Rate Case, 1911. 

60. Market value the true standard—Justice Brewer in Reagan v. 
Farmers’ L. & T. Co., 1894. 

61. Market value standard impracticable—California Supreme Court in 
San Diego Water Case, 1897. 

62. Value as a going business concern—Circuit Judge McCormick in 
Metropolitan Trust Co. v. H. & T. C. R. Co., 1898. 

63. Value as a producing factor—Circuit Judge Simonton in Mathew v. 
Corporation Commissioners, 1901. 

64. Market value—District Judge Trieber in Arkansas Rate Cases, 1911. 


§ 60. Usual meaning of market value. 

An appraisal of value is usually based largely on market 
price. A thing is worth what a responsible bidder will 
offer. An appraisal is an estimate of the amount that will 
normally be offered. It is thus that a piece of land is 
appraised and it is thus that a public utility plant would 
be appraised if it were a question of its transfer from one 
private proprietor to another. The market value theory 
recognizes most consistently that the business, whether 
it be a gas plant or a great railroad system, must be valued 
as a single unit. There is but one value and that the value 
of the going business concern. Structural costs, depre- 
ciated condition and many other things are considered, 

[41] 
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but only for the purpose of more accurately gauging the 
probable net income. If net income be guaranteed, all 
questions as to costs and intangible values may be ig- 
nored. Property has value as an investment only to the 
extent of the present and prospective net returns. If 
there are no returns, value disappears. The investment 
value of a property is the present worth of the prospective 
returns. In other words, the capitalized probable net 
return is the investment value. The capitalization rate 
depends on the rate of interest and the degree of risk. 
The probable net return and the capitalization rate deter- 
mine market value, 7. e., the value to the buyer and to the 
seller. 


§ 51. Application to railroad valuation. 

John C. Lawrence, a member of the Washington Rail- 
road Commission, has well stated the market value theory 
of valuation, in his report, as chairman of the Committee 
on Railroad Taxes and Plans for ascertaining the fair 
value of railroad property, to the Twenty-second Annual 
Convention of the National Association of Railway Com- 
missioners, 1910: 1 


The most important facts on which to base a determination 
of the value of a railroad property are: 
First. The actual cost of construction. 
- Second. Cost of reproduction, new. 
- Third. The depreciated value. 
Fourth. The amount and market value of stock and bonds 
issued, with a full financial history of the road. 
- Fifth. The density of population and traffic. 
Sixth. The nature and permanence of population and traffic. 
Seventh. Facilities for doing business. 
Kighth. Physical characteristics. 
Ninth. The amount of earnings and spetitine expenses. 


\ 


* National Association of Railway Commissioners, Proceedings, 1910, 
p. 139. 
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All of the facts above named are pertinent to the inquiry as to 
the market value of the property, but none are controlling. 
A given railroad property may be actually worth only half as 
much as it originally cost, the cost of reproduction or depreciated 
value, or it may be worth double the amount in either case. 
The amount and value of stocks and bonds may have only a 
remote bearing on the question of real value, according to the 
reflection of true value in such market value. The density of 
population and traffic are only indications of probable amount 
of business to be transacted, not necessarily the earning capacity 
of the road, except when done at a remunerative rate. The 
nature and permanence of population and traffic are factors 
affecting the earning capacity of the road in the future. A road 
may have ample facilities for doing business without business 
offermg commensurate with such facilities. The physical char- 
acteristics are of more vital importance when in the presence 
of a competing carrier which is operating under more favorable 
conditions. It is therefore apparent that the elements named 
and other elements which may appear during the progress of the 
inquiry are only important steps leading to a conclusion which 
may be summed up in answer to the question: ‘‘What is the 
ability of the company now and in the future to earn money as 
a going concern at a charge of reasonable rates?”’ This involves 
the ability to conduct transportation, and transportation to be 
conducted in proportion to that ability. The considerations 
which would govern a prudent business man in the purchase of 
the property, or the owners in fixing a selling price, are the same 
considerations that should govern a railroad commission in de- 
termining the market value of a railroad property. But prece- 
dent to such a determination must come a careful and fair in- 
vestigation as to the various elements enumerated... . 

Having a physical valuation of the property, the next step 
is to determine the market value. While the physical value is 
a basis for such determination, it by no means fixes the market 
value. A road originally costing $5,000,000 may have been 
built principally for the transportation of forest products. 
Suppose the forests tributary to it have been exhausted, no 
other traffic developed, and that the road has ceased to pay 
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operating expenses, would the original cost determine its value? 
Would the cost of reproduction, new, or the depreciated value 
govern in such cases? Clearly not. Having as a basis the 
physical value, the commission must turn to a consideration of 
what would fix the market value. This can be done only by the 
exercise of sound judgment, and no rule for such determination 
can be laid down. Fixed charges must be met, so a knowledge of 
outstanding issue of bonds and other obligations is necessary. 
A careful study should be made of the financial history of a road, 
its stock issue, and all sources from which funds were secured for 
construction purposes. 

The density of population and traffic is one of the greatest 
importance, coupled with permanency. of population and 
traffic. One road may have been built to a mining country, 
with ore as a principal commodity. If the body of ore is ex- 
hausted and the camp deserted such road would not have the 
market value of another road, costing just the same, with 
the same cost of reproduction and amount of depreciation, 
but built through a fertile valley, rich in agricultural re- 
sources, with a constantly increasing population and produc- 
tion and with a haul of high class as well as low class com- 
modities. 

Other things being equal, the facilities for doing business 
become an important factor. A road which has a long- 
established transportation business, with industries located on 
its tracks, warehouses, both public and private, to facilitate the 
movement of business, is of greater value than a new road 
lacking such facilities. Such facilities are an item of market 
value which a new road will require years to acquire and which 
go largely to make up the ability of the company to conduct. 
business. 

The physical conditions under which a road is operated largely 
govern the cost of conducting transportation and directly affect 
the earning power of a road. If the preponderance of tonnage 
movement is down grade the cost of haul is less than if the 
reverse were true. The railroad having a convenient and cheap 
fuel supply is of greater value than otherwise. A road may 
occupy a strategic position, secure from competition or divi- 
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sion of traffic. The lower the grade and the lighter the 
curvature, other things being equal, the cheaper the cost of 
operation. 

Having the factors going to show the ability of the carrier to 
conduct business, with the amount and kind of business offering, 
a study of the earnings and operating expenses will show the 
ability of the company to earn money as a going concern. No 
better evidence can be secured in this regard than the actual 
earnings and operating expenses. 

From a consideration of all of these and other facts appealing 
to a commission, the market value of the railroad property will 
be determined. The determination of market value as a basis 
for rate making solves impossible problems presented in the 
mere physical value as measured in the cost of reproduction. 
Take, for instance, two competing roads between the same 
terminals, one on a direct line and the other circuitous, the 
latter costing very much more to construct, or reproduce. It 
is apparent that competition will force an equality in rates. 
How, under the theory of actual cost or cost of reproduction, 
can the rates be fixed without allowing an excess on one hand, 
or a deficiency on the other? Apply the theory of market value. 
The road with the direct line, lower cost of reproduction, and 
relatively lower operating expenses is of a higher market value 
under the circumstances. 


§ 52. Use by Washington Railroad Commission. 

The Washington Railroad Commission in fixing the 
value of the railroads of the state for rate purposes and 
in a rate case involving the valuation of an interurban 
electric railway, has made market value the basis. The 
Commission, following the steps indicated in Smyth 
v. Ames (see § 24) has considered original cost, cost-of- 
reproduction, depreciation, the amount and value of 
stock and bonds, the population and density of traffic 
along the line, the physical characteristics of the road and 
‘“‘every element which the Commission believed an intend- 
ing purchaser would consider.’’ Thus one of its formal 


46 VALUATION [§ 52 


findings in the valuation of the Great Northern Railway 
Company is as follows: ? 


That from the consideration of the foregoing findings show- 
ing the amount expended for original construction of its lines, 
amount necessary to reproduce the property, its depreciated 
condition, the amount and value of its capital stock and funded 
indebtedness, the density of traffic and volume of business along 
its line, the physical condition and properties along its line, the 
facilities along its line for the transaction of business, and all 
and singular the findings hereinbefore set out, the Commission 
finds that the present cash market value of the lines hereinbe- 
fore mentioned and dealt with as being operated by the Great 
Northern Railway Company in the State of Washington, is 
the sum of $59,577,212.00. 


The Commission also states that among the factors which 
it has considered as adding to the market value of the rail- 
way lines are (1) the docks and warehouses upon its line 
whether owned by the company or by private individuals; 
(2) the close proximity of coal land to the line of the rail- 
road; (3) the expenditure by the company of large sums 
in exploiting the resources of the country, which expendi- 
ture has increased density of traffic; (4) the fact that the 
lines of the company traverse timber lands which furnish 
a large volume of profitable tonnage. ‘ 

The following is from the opinion of the Commission 
in Paulhamus v. Puget Sound Electric Railway, decided 
February 26, 1910: ° 


The value of defendant’s property used in this service has 
been found by the Commission, including working capital and 
supplies on hand, to be the sum of $4,070,237. This valuation 


2 Second and Third Annual Report, Washington Railroad Commission, 
1907-1908, pp. 127, 318. 

’ Paulhamus v. Puget Sound Electric Railway, decided February 26, 
1910, Fifth Annual Report, 1910, Washington Railroad Commission, p. 28. 
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was arrived at by ascertaining, after a most thorough examina- 
tion by expert accountants, the amount expended by the com- 
pany in constructing its lines, which was found, exclusive of work- 
ing capital and supplies, to be $2,933,863.69; that it would cost 
to reproduce the property now at the present time $4,157,558 
(this included an increase in the value of the right-of-way and 
terminals. over what it cost of approximately $770,000); ascer- 
taining the depreciated condition of the property; ascertaining 
the reflected value of the property as shown by the amount 
and value of its stock and bonds (the method followed is set out 
in the findings), found to be $3,987,376.23; ascertaining the 
density of the population and traffic and all other conditions 
which in the judgment of the Commission would affect the 
market value of the property. 


The Commission also includes in this market value, the 
value added to the railway by reason of its favorable loca- 
tion and the present and prospective growth of the popu- 
lation served. The Commission says (Finding No. 19, 
page 81): 


That the valley so traversed is highly rich in its agricultural 
possibilities, and particularly in its adaptability to the raising 
of small fruits, from two to three acres being sufficient to sup- 
port a family; that the growth of the cities of Seattle and Ta- 
coma, with the rapid development of the towns and valleys tra- 
versed, is such as adds great value to the line of the defendant 
company; that the road largely traverses the center of the dif- 
ferent valleys, and it is unlikely that another electric line will 
in the near future attempt to parallel this line; that the fact 
that the defendant company owns the capital stock of the Ta- 
coma Railway & Power Company’s line, thus giving it an entry 
into the business center of the city of Tacoma, adds great value 
to the ‘line, independent of the fact of its paying reasonable 
trackage tolls therefor; and its alliance with the Seattle Elec- 
tric lines, by which it is able to secure reasonable traffic arrange- 
ments with said lines, enabling it to enter the business portion 
of the city of Seattle, adds value to its line. 
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What this value is the Commission does not state but 
presumably it is approximately the amount by which 
the fair market, value of the entire property as fixed 
by the Commission exceeds the cost-of-reproduction-less- 
depreciation. The cost-of-reproduction-less-depreciation | 
was $3,598,232 and the fair market value $4,070,237, so 
that approximately $470,000 was the added value due to 
favorable location, etc. 

In 1911 the name of Washington Railroad Commission 
was changed to Public Service Commission of Washington - 
and its jurisdiction was extended to cover all classes of 
public utilities (Wash. Laws, 1911, ch. 117). The new law 
regulates in unusual detail the method of making valua- 
tions, following the general outline of the actual practice of 
the Railroad Commission as above described. Section 92 
of the act is in part as follows: 


§ 92. Valuation of Property; Procedure. The commission shall 
ascertain, as early as practicable, the cost of construction and 
equipment, the amount expended in permanent improvements, 
and the proportionate amount of such permanent improvements 
charged in construction and to operating expenses respectively, 
the present as compared with the original cost of construction, 
and the cost of reproducing in its present condition the prop- 
erty of every public service company. 

It shall also ascertain the amount and present market value 
of the capital stock and funded indebtedness of every public 
service company. 

It shall also ascertain, in the case of companies engaged in 
interstate business, the relative value of the use to which such 
property in this state is actually put in the conduct of inter- 
state business and state business respectively. 

It shall also ascertain the total market value of the property 
of each public service company operating in this state, used for 
the public convenience within the state. 

It shall also ascertain the time intervening between the ex- 
penditure of money in the cost of construction and the time 
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when returns in the shape of dividends were first received by 
each of these companies. 

It shall also ascertain the probable earning capacity of each 
public service company under the rates now charged by such 
companies and the sum required to meet fixed charges and oper- 
ating expenses, and in case of a company doing interstate busi- 
ness it shall also ascertain the probable earning capacity of such 
company upon intrastate business and the sum required to 
meet fixed charges and operating expenses on intrastate busi- 
ness, and the relative proportion of intrastate and interstate 
business, the relative proportion of the operating expenses 
connected therewith, the relative proportion of the revenue 
which should be derived therefrom. 

It shall also ascertain the density of traffic and of population 
tributary to every public service company, and the conditions 
which will tend to show whether such traffic and population 
are likely to continue, increase or diminish. 

It shall also ascertain the existence of grades, curvatures and 
other physical conditions affecting the movement of traffic and 
business of common carriers. 

It shall also ascertain whether the expenditures already made 
by any public service company in procuring its property were 
such as were justified by then existing conditions, and such as 
might reasonably be expected in the immediate future, and 
whether the money expended by such company has been rea- 
sonable for the present needs of the company, and for such © 
needs as may reasonably be expected in the immediate fu-. 
ture. . 

The commission is hereby authorized to cause a hearing or 
hearings to be held at such time or times and place or places as 
the commission may designate for the purpose of ascertaining 
the matters and things provided for in this section. .. . 

Any company affected by the findings, or any of them, be- 
lieving such findings, or any of them, to be contrary to law or 
- the evidence introduced, or that such findings are unfair, un- 
warranted or unjust, may institute proceedings in the superior 
court of the State of Washington. .. . 

Said public service company or the commission shall have 


4 


50 VALUATION [§ 53 


the right to appeal from the decision of the superior court to the | 
supreme court of the State of Washington as in civil cases... . 

The findings of the commission so filed, or as the same may 
be corrected by the courts, when properly certified under the 
seal of the commission shall be admissible in evidence in any 
action, proceeding or hearing in which the state or any officer, . 
department or institution thereof, or any county, municipality 
or other body politic and the public service company affected 
is interested, whether arising under the provisions of this act 
or otherwise, and such findings when so introduced shall be — 
conclusive evidence of the facts stated in such findings as of 
the date therein stated under conditions then existing, and 
such facts can only be controverted by showing a subsequent 
change in conditions bearing upon the facts therein determined. 

When the commission shall have valued the property of any 
public service company, as provided for in this section, nothing 
less than the market value so found by the commission shali 
be taken as the true value of the property of such company 
used for the public convenience for the purposes of assessment 
and taxation. ... 


§ 53. Statement of theory by Henry Earle Riggs—lInvest- 
ment value. 

The argument of Henry Earle Riggs, in his paper on 
“Valuation ”’ in the Proceedings of the American Society 
of Civil Engineers, November, 1910, page 1520, points to 
investment value based on net earnings under reason- 
able rates as the standard of value for rate purposes: 


It can be readily seen that the physical present value is not 
always—indeed, is not often—the “fair value.” The “ fair 
value’. may be more, or less, than the present value of the 
physical property. It would seem to be reasonable to interpret 
the court’s meaning of the term “‘fair value” to be the value as 
a business or commercial property, taking into account the - 
actual investment existing in the property, together with any 
favorable conditions which would enable it to earn, on rates 
which were fair and reasonable to the consumer, an income in 
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excess of a usual rate of interest on the actual investment, or — 
any unfavorable ones which under the same rates would reduce 
its earnings to less than usual interest. If such an interpreta- 
tion be allowable, it would appear to be correct practice to use 
a “fair value’ made up of two elements: a physical value, rep- 
resenting the investment, and a non-physical value, representing 
al] the elements which affect that investment to give it favor- 
able or unfavorable financial returns. Is it not, then, proper 
to conclude that the non-physical or intangible value, composed 
of all these various elements of value, can only be determined 
absolutely by a study of the earnings and operating expenses? 
Is not this clearly what the court had in mind in the Nebraska 
Rate Case? [Smyth v. Ames, 169 U. 8. 466, 18 Sup. Ct. 418, 
42 L. ed. 819, decided March 7, 1898.] 


§ 54. Competition in its relation to market value theory. 
‘The above argument both of Commissioner Lawrence 
and of Mr. Riggs for market value as the standard of 
valuation for rate purposes is applied only to railroads 
and assumes the existence and desirability of competition 
in the railroad business. Commissioner Lawrence refers 
to the problem of valuing two competing roads between 
the same terminals and assumes that the rates on the 
shorter and less costly line should be made high enough 
to permit the longer and more expensive line to compete 
for the through traffic and at the same time earn a fair 
return on its larger capital investment. In other words, 
in order to secure the benefits of competition, the shipper 
is to be compelled to pay profits on more than double 
the necessary capital. Mr. Riggs probably has in mind 
a similar case of competition when he refers to the value 
arising from “‘ any favorable conditions which would en- 
able” the railroad ‘‘to earn, on rates which were fair and 
reasonable to the consumer,’ an income in excess of 
the usual rate of profit on the actual investment. Where 
there is active competition there should be no necessity 
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for rate regulation so far at least as the general rate 
schedule is concerned. But as a matter of fact the fieid 
of active competition in transportation rates is limited. 
It is well known that rate schedules are agreed upon at 
conferences of representatives of the so-called competing 
roads. Following the example of Massachusetts in 1882, 
the New England states, New York and more recently 
a few other states have practically recognized the essen- 
tially monopolistic character of railroad transportation — 
and the disadvantage of unnecessary competition, by 
requiring an official certification of ‘‘public convenience 
and necessity”’ for the construction of a new road. The 
only reason that can justify the building of a parallel 
competing road under present policies of public control 
over rates and service, is that the existing road cannot 
be induced to provide adequate facilities. Under’ the 
old régime of pseudo competition and no public control 
the promoter of a competing road had no legitimate reason 
for his venture unless he considered that the new road could 
draw sufficient traffic at remunerative rates from the exist- 
ing road to permit it to earn a fair return on its invest- 
ment. He certainly had no right to assume, however, that 
the rates of a competing and more favorably situated line 
would be raised in order to permit the new road to earn 
a fair return. Under a régime of actual competition 
rates would certainly not be based on the cost to the most 
inefficient and expensively constructed competitor. This, 
however, is apparently the theory that the advocates 
of a market value standard would apply to the determina- 
tion of rates under a system of public control. 


§ 55. Favorable location in its relation to market value theory. 

Favorable location also adds to fair value for rate pur- 
poses under the market value theory. A railroad has 
selected for itself the most favorable locations for its road 
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and terminals. Perhaps it follows the only available route 
through a narrow pass or valley and has terminals monop- 
olizing the most favorable locations. Some conceptions 
of the market value theory would capitalize all such mo- 
nopolistic advantages arising from favorable location. It 
is argued that any competitor would have less traffic and 
would necessarily have to spend more for construction, 
more for operation, and much more per unit of traffic. 
Rates charged by such a competitor to be remunerative 
would necessarily have to be correspondingly high. It 
is argued that remunerative rates for this possible com- 
petitor should serve to fix the rates of the existing road. 
The net returns under rates thus fixed will be capitalized 
to fix the market value and this market value may be 
greatly in excess of either the actual cost or the cost of 
reproduction. But by this method the rates are deter- 
mined before the market value is found and therefore 
the determination of market value is in fact unnecessary. 
Market value is determined by income under reasonable 
rates, and reasonable rates are determined in either of two 
ways: (1) If the reproduction cost or expense of operation 
is less than that of an actually competing or hypothetically 
competing line, by such rates as will give a fair return 
on the cost of such competing or hypothetical line. (2) If 
the reproduction cost or expense of operation is equal to or 
greater than that of an actually competing or hypothetic- 
ally competing line, by a fair return on such reproduction 
cost. In this latter case the cost and the market value 
are identical. 


§ 56. Monopoly value. 

The monopoly value arising. from favorable location 
is not usually claimed for utilities other than railroads. 
It is somewhat similar to the claim that location in the 
city streets under a franchise can be capitalized for rate 
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valuation purposes. A closer parallel, however, is the case 
of a water supply plant that has secured the most econom- 
ical source of supply. Any competing company would 
have to obtain a supply from a much more distant source, 
thus greatly increasing the capital cost. It has been 
claimed that in a rate case the fair value of the water plant 
is not its cost but the greater cost of the new plant. This 
claim was denied by District Judge Farrington in his opin- ~ 
ion in Spring Valley Water Works v. San Francisco, 192 
Fed. 137, decided October 21, 1911 (quoted below, § 78). 
It is inconsistent with what is believed to be the govern- 
ing principle of justice and equity which forms the basis 
of public service control, that rates should be increased 
in order to pay a return on the capitalized value of ex- 
clusive location or other monopoly advantage that repre- 
sents no actual investment. A railroad exercises the right 
of eminent domain to secure its location and the right of 
eminent domain can only be lawfully exercised for a pub- 
lic purpose. The location secured by this method for a 
public purpose cannot justly create a monopoly that will 
be capitalized against the very public purpose that it was 
intended to serve—the transportation of freight and pas- 
sengers. | 


§ 57. Reasonable rates cannot be based on market value. 
By the above method rates are based on physical cost, 
but not necessarily on the cost of the road itself, but 
in many cases on the cost of a competing or hypothet- 
ical road. Market value has nothing to do with the rate 
question as thus considered. It is only set up after the 
rates are in fact determined. To be sure, the theory is 
that rates are based on a fair return on the market value 
of the road under reasonable rates. The impossibility 
of basing reasonable rates on a market value that is itself 
determined by reasonable rates is apparent. It is a clear 
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ease of reasoning in a circle. We have the evident ab- 
surdity of requiring the answer to the problem before we 
can undertake its solution. The advocates of the market 
value theory cannot really mean what they say. Market 
value is not really a part of the process but the final result. 
It includes in many cases a capitalization of certain 
monopoly profits and the monopoly value thus created 
is set up as justifying the higher rates which have in 
fact created the monopoly value. A difficulty in the 
consistent application of the market value theory is il- 
lustrated by the following: The Washington Railroad 
Commission determines the present cash market value of 
the railroad (see § 52) and then fixes rates so as to allow the 
company to earn a return of 7% (see § 769) on this mar- 
ket value. The query is whether this determination does 
not immediately create a new and higher cash market value 
and therefore require an immediate increase in the rates 
just established. This will be true if the capitalization rate 
which actually determines market value is lower than 7%. 
If, for example, the capital of the railroad in question con- 
sists of two-thirds bonds and one-third stock, and if the 
5% bonds sell at par and the stock can be sold on a 7% 
income basis, then the present cash market value of this 
road will be increased under the rates and rate of return 
fixed about 17% above the ‘‘present cash market value’”’ 
fixed by the Commission. 


§ 58. The misplaced or partially obsolete plant. 

While it is clear that market value as above considered 
is not a proper general standard of value for rate purposes 
it is possible that it may have some merit in the valuation 
of a misplaced or partially obsolete plant. This is referred 
to the report of Commissioner Lawrence of the Washing- 
ton Railroad Commission above quoted (§ 51) and is 
also discussed in the report of the Valuation Committee 
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of the National Association of Railroad Commissioners, 
in October, 1911, as follows: 4 


The misplaced or partially obsolete plant or road is the one 
that causes greatest difficulty in valuations for any purpose. 
A waterworks plant has been built for a village too small 
to support it and the population of the village instead of 
increasing as expected actually decreases. A railroad has 
been constructed chiefly to carry coal from certain mines or 
lumber from a certain district. The coal or the timber be- 
comes exhausted leaving a railroad that cannot pay a fair 
return on its actual cost or its reproduction cost no mat- 
ter what the scale of rates charged. A street railway is con- 
structed chiefly to carry passengers to a certain terminal, but 
currents of travel having changed, it can not possibly earn 
interest on its actual cost. Under such conditions the plant 
or line as a whole must be recognized as partially obsolete, 
and the best gauge of its present depreciated value will_in 
many cases be its fair market value. Cases of this kind are 
frequently met with in valuation for tax purposes. A gen- 
eral reduction in the rates of a road or plant of this kind seldom 
comes up for official consideration but it very frequently hap- 
pens in valuing any comprehensive railroad or street railway 
system for rate purposes, that there are certain lines that are 
partially obsolete though the system as a whole is earning a 
profit. Forsuch partially obsolete, or partially used lines, neither 
actual cost nor reproduction cost, nor reproduction cost less 
existing physical depreciation, furnish any basis for fixing fair 
value for rate purposes. The value that will be most appro- 
priate will be a value based on the earnings of the line as a part 
of the system and will thus be closely related to market or 
commercial value. But though in a rate case we can, as above, 
base the value of a particular part of a comprehensive system 
on earnings or market value, we can not base the value of the 
whole system on market value, as the market value depends on 
the scale of rates charged, and the rate scale is the question at 


4 National Association of Railway Commissioners, Proceedings of the 
Twenty-third Annual Convention, October, 1911, p. 148. 
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issue. The market value of the system will depend largely on» 
the net return that may be earned under the rate scale allowed. 


Rates in the case of the misplaced or partially obsolete 
plant or road cannot be based primarily on the value of 
the property but on what the service is reasonably worth 
and this in most cases is the amount that the consumer 
can reasonably afford to pay. The determination of 
the amount that the consumer can reasonably afford 
to pay is a process for which no rules can be laid down. 
It is usually determined in practice by noting the effect 
of rate variations on the volume of traffic. The net return 
resulting under reasonable rates as thus determined may 
be capitalized to determine the market value of the plant 
or road; but it is to be noted that value is here based on 
rates, not rates on value. 


§ 59. Same subject—San Francisco Water Rate Case, 1911. 

In the case of Spring Valley Water Works v. San Fran- 
cisco, 192 Fed. 137, decided October 21, 1911, District 
Judge Farrington states that in certain cases “‘fair value”’ 
means the value upon which a fair return can be earned 
at reasonable rates, and seems to recognize the need of a 
special standard in the case of the misplaced or partially 
obsolete plant. Judge Farrington says (at pages 154-155): 


It is impossible to consider the constant use of the word 
“fair” or the word ‘‘reasonable,”’ in connection with value, by 
all the federal courts and the courts of this state in practically 
every recent statement of this rule, without feeling that regard 
must be given to the service performed by the property; that 
reasonable value and fair value are not always and under all 
conditions the precise equivalent of full actual value, or the 
value which would be awarded in condemnation proceedings; 
that the value upon which a fair return is due is the value which 
under all the circumstances is reasonable and fair as between 
the public and the person who has voluntarily devoted his 
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property, or some portion or use thereof, to public conve- 
nience. . : ; 


§ 60. Market value the true standard—Justice Brewer in 
Reagan v. Farmers’ L. & T. Co., 1894. 

In Reagan v. Farmers’ Loan & Trust Company, 154 

U.S. 362, 14 Sup. Ct. 1047, 38 L. ed. 1014, decided May 26, 
1894, Justice Brewer says (at page 410): 


~ Theequal protection of the laws—thespirit of common justice 
—forbids that one class should by law be compelled to suffer 
loss that others may make gain. If the State were to seek to 
acquire the title to these roads, under the power of eminent 
domain, is there any doubt that constitutional provisions 
would require the payment to the corporation of just com- 
pensation, that compensation being the value of the prop- 
erty as it stood in the markets of the world, and not as pre- 
scribed by an act of the legislature? Is it any less a departure 
from the obligations of justice to seek to take not the title but 
the use for the public benefit at less than its market value? 


§ 61. Market value standard impracticable —California Su- 
preme Court in San Diego Water Case, 1897. 

San Diego Water Company v. City of San Diego, 118 
Cal. 556, 50 Pac. 633, decided October 9, 1897, is a case 
involving a valuation for rate purposes. The lower court 
held the municipal ordinance unconstitutional but was 
reversed by the Supreme Court and the cause remanded 
for a new trial. Judge Van Fleet in the majority opinion 
Says (at page 568): 


The judicial test of market value depends upon the fact 
that the property in question is marketable at a given price, 
which, in turn, depends upon the fact that sales of similar 
property have been and are being made at ascertainable prices. 
But such property as this is not so sold, at least not often 
enough to furnish a fair criterion; and the very fact of govern- 
mental regulation would necessarily control the price. Until 
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the rates are fixed, no one can say how much the property would 
sell for, and therefore that price cannot be ascertained as a 
basis for fixing those rates. 


§ 62. Value as a going business concern—Circuit Judge Mc- 
Cormick in Metropolitan Trust Co. v. H. & T. C. R. Co., 
1898. 

Metropolitan Trust Company v. Houston & T. C. R. 
Co., 90 Fed. 683, decided December 1, 1898, United States 
Circuit Court, Western District, Texas, was a suit for 
an injunction involving railroad rates adopted by the 
Texas Railroad Commission. Circuit Judge McCormick, , 
in his opinion, considers at some length the basis of valu- 
ation in rate matters and states that the valuation sub- 
mitted by the railroad commission is defective in that it 
fails among other things to make proper allowance for 
‘favorable location,’ ‘‘seasoning,” ‘‘established busi- 
ness,” ‘‘good will” and ‘‘lost interest on investment” : 
during some twenty years during which the railroad | 
was not earning a fair return. He considers that cost 
of reproduction is not a proper basis but that the railroad 
should be valued as a going business concern on the same 
basis as if it were a valuation for condemnation purposes. 
He says (at page 687): 


It seems to be clear from the answer of the commission, the. 
tone of the affidavits which it offers in support of its answer, and 
the argument of the attorney general and the assistant attorney 
general who represented it on this hearing, that in estimating 
the value of this railroad property no allowance was made for 
the favorable location of the same, in view of the advance in 
prosperity of the country through which it runs, and the incre-, 
ment to its value due to the settling, seasoning, and permanent 
establishment of the railways, and to the established business 
and the good will connected with its business, which has been 
established through a long series of years, and all of which ought 
reasonably to be considered in fixing the value of the property 
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and the capitalization upon which at least it is entitled to earn, 
and should pay, some returns by way of interest or dividends. | 
This is practically the oldest railroad in the state. A few miles 
of anotherroad were built earlier, but this road, running through- 
out the whole course of its main line through what is now the 
most populous and best-developed portions of the state, and 
still rapidly increasing in population and development, has — 
established a business that would not and could not be disre- 
garded in estimating the value of the railroad, if considered 
solely as a business property and venture. It cannot be so con- 
sidered, because of its quasi public nature. Its duties, its ob- 
ligations, and its liability to control are elements that must 
be considered. As popularly expressed, the rights of the people 
—the rights of shippers who use as it as a carrier—have to be 
regarded; but, as judicially expressed, these last have to be so 
regarded as not to disregard the inherent and reasonable rights of 
the projectors, proprietors, and operators of these carriers. . . . 
In countries conditioned as Texas has been and is, such a rail- 
road property and business cannot be reproduced, except sub- 
stantially in the same manner in which this has been pro- 
duced; that is, by a judicious selection of location, by small 
beginnings, and gradual advance through a number of years, 
more or less, of unproductive growth. The particular location 
of this road, of course, cannot be reproduced, and it cannot be 
appropriated by another private or quasi public corporation 
carrier by the exercise of the state’s power of eminent domain. 
And, even if the state should proceed to expropriate this prop- 
erty for the purpose of taking the same to itself for public use, 
the location of this road cannot be appropriated, any more than 
any other property right of a natural person or of a corporation 
can be appropriated, without just compensation. It is there- 
fore not only impracticable, but impossible, to reproduce this _ 
road, in any just sense, or according to any fair definition of 
those terms. And a system of rates and charges that looks to a 
valuation fixed on so narrow a basis as that shown to have been 
adopted by the commission, and so fixed as to return only a 
fair profit upon that valuation, and which permits no account 
for betterments made necessary by the growth of trade, seems 
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to me to come clearly within the provision of the fourteenth 
amendment to the constitution of the United States, which for- 
bids that a state shall deprive any person of property without 
due process of law, or deny any person within its jurisdiction the 
equal protection of the laws. It istruethat railroad property may 
be so improvidently located, or so improvidently constructed 
and operated, that reasonable rates for carriage of freights and 
passengers will not produce any profit on the investment. It is 
also true that many railroads not improvidently located, and 
not improvidently constructed, and not improvidently operated 
may not be able, while charging reasonable rates for carriage 
of freight, to earn even the necessary running expenses, including 
necessary repairs and replacements. And there are others, or 
may be others, thus constructed and conducted, which, while 
able to earn operating expenses, are not able to earn any ap- 
preciable amount of interest or dividends for a considerable time 
after the opening of their roads for business. This is true now of 
some of the roads, parties to these bills. At one time or another, 
and for longer or shorter times, it has been true, doubtless, of 
each of the roads that are parties to these bills. Promoters and 
proprietors of roads have looked to the future, as they had a 
right to do, and as they were induced to do by the solicitation 
of the various communities through which they run, and by 
various encouragements offered by the state. The commission, 
in estimating the value of these roads, say that they included 
interest on the money invested during the period of construction. 
This is somewhat vague, but the “ period of construction ”’ men- 
tioned is probably limited to the time when each section of the 
road was opened to the public for business. And even if ex- 
tended to the time when the road was completed to Denison and 
to Austin in 1873, nearly 20 years after its construction was 
begun at Houston, it would not cover all of the time, and 
possibly not nearly all of the time, in which the railroad com- 
pany and its predecessors have lost interest on the investment. 
The estimate made on behalf of the railroad in this case of the 
cost to that company and to its predecessor company of the 
railroad property, and the business of that company as it exists 
to-day, may not be exactly accurate,—clearly is not exactly 
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accurate; but it seems to me that it is not beyond the fair value 
of the property, as it is shown to have been built up and consti- 
tuted, and to exist to-day as a going business concern, and that 
such rates of fare for the carriage of persons and property as are 
reasonable, considered with reference to the cost of the carriage 
and the value of the carriage to the one for whom the service is 


rendered, cannot be reduced by the force of state law to such | 


a scale as would appropriate the value of this property in any 
measure to the use of the public without just compensation 
to the owners thereof, and would deprive the owners thereof 


of the equal protection of the law guarantied by the constitution 


of the United States, as cited. 


§ 63. Value as a producing factor —Circuit Judge Simonton in 
Mathew v. Corporation Commissioners, 1901. | 
In Mathew v. Board of Corporation Commissioners 
of North Carolina, 106 Fed. 7, decided February 5, 1901, 
the reasonableness of certain freight rates fixed by the 
North Carolina Corporation Commission was involved. 
The special master who heard the case reported in favor 
of sustaining the rates, and his report was confirmed by 
Circuit Judge Simonton, who, in the course of his opinion, 
says (at page 9): 


The basis of all calculations as to the reasonableness of rates 
is the fair value of the property used for the convenience of the 
public,—not its cost, nor the amount of money expended uponit, 
but its value as a producing factor, taking into consideration 
its location, character of the country through which it passes, 
and the reasonable expectation of business coming to it. The 
railroad company is entitled to a fair return upon the value of 
the property, ascertained in this way, and it is not entitled to 
exact from the public more than this. To this question, so 
difficult in its solution, and so often, after the best effort, unsat- 
isfactory in its result, the special master devoted much consider- 
ation. He puts the value of the railroad property a little below, 
and calls it, in round numbers, $3,000,000. It may have— 


/ 
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indeed, probably has—cost more than this. But, in estimating 
the value of the property, we must take, not what was its value. 
in the past, nor what it cost, nor what it would cost to duplicate 
it, nor its probable future value, but the estimate must be based. 
on its present value. 


§ 64. Market value—District Judge Trieber in Arkansas Rate 
Cases, 1911. 

In re Arkansas Rate Cases, 187 Fed. 290, decided May 3, 
1911, United States Circuit Court, is a suit to enjoin the 
enforcement of freight and passenger tariffs promulgated 
by the Arkansas Board of Railroad Commissioners. In 
eranting a permanent injunction District Judge Trieber 
says (at pages 310, 319): 


By the acts of complainants the court is relieved of a very 
difficult problem, that of the valuation of the property. In the 
bills of complaint the railroads only ask for compensatory 
rates on the basis of valuation according to the assessment of 
their property for taxation by the state of Arkansas made by 
the State Board of Railroad Assessors. Its reasonableness is, 
of course, conceded by the defendants, and therefore there is no 
necessity for the court to determine what rules should govern in 
ascertaining what the investments on which complainants are 
entitled to a reasonable compensation are. It is proper to 
state here that it is agreed by the parties that the assessments 
for taxation in the state of Arkansas are on a basis of 50 per cent. 
of the real value of the property, and that these assessments 
were made on that basis. For this reason the assessments must 
be doubled to ascertain the real value of the property. The 
values of the two roads in this State thus assessed, when 
doubled, are: 

- Tron Mountain ...... ate Bl). ce wil gales $39,986,564 

Ranthivestenm wilt. cuieuraed. Te ect .ls ost. hee 16,023,090 

. The value of every investment or property is a ee 
fin’ a hare extent at Jeast, by the value of its use, not by its use 
divorced from its value. The value of a railroad for taxation, it 

has been uniformly held by the courts, may properly be deter- 
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mined by the value of its bonds and stocks. Without citing the 
numerous cases decided by the courts, both state and national, 
approving this method of assessing railroad, telegraph, and other 
property of this nature, the following may be referred to: State 
Railroad Tax Cases, 92 U. S. 575, 23 L. ed. 663; Kentucky Rail- 
road Tax Cases, 115 U. 8. 321, 6 Sup. Ct. 57, 29 L. ed. 414; 


Western Union Telegraph Co. v. Massachusetts, 125 U.S. 530,8 . 


Sup. Ct. 961, 31 L. ed. 790; Pullman Co. v. Pennsylvania, 141 
U. S. 18, 11 Sup. Ct. 876, 35 L. ed. 613; Columbus Southern 
Railway Co. v. Wright, 151 U.S. 470, 14 Sup. Ct. 396, 38 L. 
ed. 238; Pittsburgh, etc., R. R. Co. v. Backus, 154 U. 8. 421, 
14 Sup. Ct. 1114, 38 L. ed. 1031; Adams Express Co. v. Ohio, 
166 U.S. 186, 17 Sup. Ct. 604 (41 L. ed. 965), where the court 
said: 

‘Whatever property is worth for the purpose of income and 
_ gale, it is worth for the purpose of taxation.” 

And this is the rule sanctioned by the Supreme Court of 
Arkansas. Wells-Fargo Express Co. v. Crawford County, 63 
Ark. 576, 40S. W. 710, 37 L. R. A. 371. 

This is evidently the rule recognized and acted on by the 
railroad assessing board of the state of Arkansas, as shown by 
the evidence in this case. The main line of the Iron Mountain 
Railroad is practically a water-level road—no mountains to cross, 
no rocks to blast or tunnels to excavate, and the leading com- 
mercial cities and industries of the state along its line. On the 
other hand, the White River branch of that road was the most 
expensive road ever constructed in the state. Miles of it had to 
be cut out of rock, and tunnels cut through rocky mountains. 
There are no large cities along its line, and the country but 


sparsely settled. Owing to the heavy grades and the many 


curves, made necessary by the topography of the country, it 
cannot possibly carry as many cars to a train and transport 
freight as economically as the main line. The state officials, 
charged by law with the duty of assessing the property, must 
have taken these facts into consideration when they assessed 
these railroads. The White River branch, in spite of its great 
cost, was in 1907 valued by that board at $19,000 per mile, and 
assessed on the basis of 50 per cent. of its value at $9,500, while 


Pa >: 
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the main line was valued at $45,000 per mile, and assessed at 
50 per cent. of that sum, at $22,500 per mile. 

For these reasons, the earning capacity of a railroad is the 
most important factor to be taken into consideration in de- 
termining its value. Asshown above, it has been taken into con- 
sideration by the assessing officers of the state, and should be 
taken into consideration for the purpose of determining the 
apportionment of values in this case. If, by reason of the higher 
rates allowed by the state tariff, the net earnings of the property 
are increased, the value of the property is correspondingly in- 
creased, and the assessment for taxation made accordingly. 


The foregoing, while apparently an argument for the 
general use of market value as a basis of valuation, is in 
the above connection made with reference only to the 
apportionment of values as between intrastate and inter- 
state traffic. The statement is made in justification of a 
revenue basis rather than a ton mileage basis for the ap- 
portionment of property value between interstate and 
intrastate traffic. 
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§ 70. Arguments advanced. 

Strong arguments have been advanced for the use of 
cost of reproduction as the standard of value for rate 
purposes. It is asserted that what the public is entitled 
to is service at a rate of charge sufficient only to pay a 
fair return on the investment that would be required 
at present to furnish this service; and conversely what 
the company is entitled to receive is a fair return on the 
capital investment that it or another company would 
have to expend at present in order to provide the service. 
A rate of charge measured on this basis corresponds to 
the present economic cost of the service. Economically 
considered, the present capital investment is the cost at 

[ 66 ] | 
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present prices of land, labor and materials of the existing 
property devoted to the service of the public, less an al- 
lowance for existing depreciated condition, 2. e., the cost- 
of-reproduction-less-depreciation. But there are great 
fluctuations in the price of land, labor and materials 
as well as changes in the physical, political and financial 
conditions under which public utility enterprises are 
organized and constructed. If present cost of duplication 
is made the basis of rate regulation all of these changes 
and fluctuations affecting present cost result in an un- 
earned or unmerited gain or loss either to the consumer 
or to the investor. For a further discussion of this prob- 
lem see below, §§ 100-101. 


§ 71. Fluctuations in railroad costs—Minnesota rate decisions. 

Two railroad rate cases in Minnesota, one in 1897 
and the other in 1911, serve to point out the fluctuation 
in railroad costs. In both cases the court has neverthe- 
less used present reproduction cost rather than actual 
cost as the standard of value. In 1897 the general price 
level was low while in 1911 it was high and, moreover, 
the growth and prosperity of the state had greatly in- 
creased land values. 

The case of Steenerson v. Great Northern Railway 
Company, 69 Minn. 353, 72 N. W. 718, decided October 
20, 1897, Supreme Court of Minnesota, involves the 
valuation of a railroad for rate purposes upon a reduction 
of rates by the Minnesota Railroad and Warehouse Com- 
mission. Judge Canty, in delivering the opinion of the 
court which reversed an order of the lower court un- 
favorable to the Commission’s determination and ordered 
a new trial before the lower court, says (at page 715): 


Again, the railroad may have been constructed years ago, 
when iron rails cost $85 per ton, and everything else in pro- 
portion, or it may have been constructed yesterday, when 
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steel rails cost but $16 per ton, and:everything else nearly in 
proportion. Counsel for the railway company dwell much 
upon the original cost of the older portions of these lines of 
road. If a railroad was built 30 years ago at a cost of $40,000 
per mile, and another one equally as good was built within a 
year through the same territory at a cost of $12,000 per mile, » 
on what principle should it be held that the old road is entitled 
to 34 times as much income as the new road? No guaranty 
was ever given by the state to the old road that the price of 
materials and the cost of construction would not decline, or 
that capital invested in railroads should not be subject to 
‘like vicissitudes as capital invested in other enterprises. Mod- 
ern improvements and other causes have continued to reduce 
the cost of construction of all kinds of new plants, and to re- 
duce the value of old plants, or render them wholly worthless, 
and the state did not guaranty that those causes should not 
in like manner affect the capital invested in railroads. Then 
the material question is not what the railroad cost originally, 
but what it would now cost to reproduce it. ... Then the 
burden is on the railroad company to show that the rates fixed 
by the Commission are unreasonable, and for this purpose 
the original cost of the road, the amount of its present fixed 
charges, and its history, are material only so far as they show 
what it would now cost to reproduce the raiJroad. 


Though in this case the Supreme Court of Minnesota 
took strong ground in favor of cost of reproduction as a 
basis of fair value for rate purposes, it adopted a rule as 
to rate of return to be allowed on terminal lands that to a 
large extent serves to offset the benefit that would other- 
wise accrue to a railroad or other public utility from in- 
crease in land values.! The court also states that it has 
not been necessary to consider for the purposes of this 
case the important fact that the railroad had received a 
valuable land grant from the state. 

In 1911 the valuation of Minnesota railroads for rate 


~ 1 Quoted below, § 120. 
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purposes again came up, and in Shepard v. Northern 
Pacific Railway Co., 184 Fed. 765, decided April 8, 1911, 
Circuit Judge Sanborn said (at page 803): 


The master found the original cost of the acquisition and 
construction of the entire railroad systems of each of the com- 
panies and the proportion thereof assignable on a track mileage 
basis to Minnesota. The amounts thus found proved to be 
much less than the values ultimately found by the master, 
and for this very good reason: These railroads were pioneers; 
they were built in large part over the prairies of Minnesota 
before they were settled and before many of the existing 
towns, villages, and cities along their lines came into existence. 
A large part of the right of way of the Northern Pacific Com- ’ 
pany was granted to it by the nation. The cost of rights of 
way from 5 to 40 years ago through wild lands, and through 
towns and villages whose population and the value of the prop- 
erty in which have since been multiplied by from 2 to 10, is 
obviously no criterion of the value of those rights of way in 
1908, when they were used under these fares and rates and when 
agricultural lands in Minnesota were worth from $35 to $100 
an acre, and rights of way and lands for yards and ‘sites for 
stations in cities like St. Paul and Duluth have wonderfully 
increased in value. It is a fair return upon the reasonable 
value of their Minnesota property in 1908 to which these 
companies were entitled, and the cost of that property at 
times varying from 5 to 40 years ago may be some evidence; 
but it is certainly no criterion of its value in that year. In 
view of these facts the master rightly decided that the cost 
of reproducing this property new was a more rational and 
reliable measure of its real value than the original cost of its 
acquisition and construction or the market values of the stocks 
and bonds of the companies, and upon that basis he made his 
findings. 


§ 72. Trend of recent decisions. 
The general trend of recent decisions has been to make 
reproduction cost the sole or controlling basis of value 
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for rate purposes.2 Some courts plainly state that in their 
opinion actual cost, capitalization and other factors are to 
be considered only to the extent that they may throw light 
on the cost of reproduction or existing depreciation. In 
support of this position the opinions of the Supreme Court 
of the United States are cited that indicate that it is the 
“present value’’ of the property that is to be determined. 
Thus in Smyth v. Ames,* the reference is to ‘‘the fair 
value of the property being used . . . for the convenience 
of the public”; in San Diego L. and T. Co. v. National 
City 4 it is ‘present value”; in the same case on appeal — 
to the United States Supreme Court ® Justice Harlan 
refers to ‘‘reasonable value of the property at the time 
it is being used for the public”; this is quoted as settled 
law by Justice Holmes in 1903 ® and by Justice Peckham 
in 1909 in Willcox v. Consolidated Gas Co.’ It is argued 
(see below, § 111) that this constant use of the present 


2San Diego Land and Town Co. v. National City, 74 Fed. 79, decided 
May, 1896 (see above, § 22); Consolidated Gas Co. v. City of New York, 
157 Fed. 849, decided December 20, 1907 (see below, § 111); Pioneer Tel. 
& Tel. Co. v. Westenhaver, 29 Okla. —, 118 Pac. 354, decided Janu- 
ary 10, 1911 (see above, § 32); Spring Valley Water Co. v. San Francisco, 
165 Fed. 667, decided October 7, 1908 (see above, § 35); Cedar Rapids 
Gas Light Co. v. Cedar Rapids, 144 Ia. 426, 120 N. W. 966, 968, decided 
May 4, 1909 (see above, § 31); Lincoln Gas & Electric Light Co. v. Lincoln, 
182 Fed. 926, decided April 6, 1909, reversed and remanded on other 
grounds, 223 U. S. 349, decided February 19, 1912; Venner Co. »v. 
Urbana Waterworks, 174 Fed. 348, decided November 6, 1909; Will- 
cox v. Consolidated Gas Co., 212 U. S. 19, 29 Sup. Ct, 192, 53 L. ed. 
382, decided January 4, 1909 (see above, § 30); Knoxville v. Knoxville 
Water Co., 212 U. S. 1, 29 Sup. Ct. 148, 53 L. ed. 371, decided Jan- 
uary 4, 1909. 

3169 U.S. 466, 544-547, 18 Sup. Ct. 418, 42 L. ed. 819, decided March 7, 
1898. See above, § 24. ae) 

474 Fed. 79, decided May 4, 1896. See above, § 22. 

5174 U.S. 739, 19 Sup. Ct. 804, 43 L. ed. 1154, decided May 22, 1899. 
See above, § 25. 

€San Diego Land and Town Co. v. Jasper, 189 U. S. 4380, 23 Sup. Ct. 
571, 47 L. ed. 892, decided April 6, 1903. 

7212 U.S. 19, 29 Sup. Ct. 192, 53 L. ed. 382. 


§ 73] Cost oF REPRODUCTION 71 


tense by the Supreme Court in referring to fair value for 
- rate purposes must at once exclude actual cost or original 
cost from having any controlling influence in the deter- 
mination of fair value. Under this interpretation “‘ present 
value”? must be based either on market value or repro- 
duction cost, and as market value is not usually considered 
a fair or possible standard for rate purposes, reproduction 
cost is turned to as the only available standard. This 
line of argument would be more convincing were it not 
for the fact that in the leading case of Smyth v. Ames, 
in which the present value principle is laid down it 1s 
also distinctly stated that both original cost and repro- 
duction shall be considered in determining fair present 
value, and there is no indication that either of these factors 
should be given a controlling influence (see above, § 24). 
While it is undoubtedly true that the trend of recent 
decisions in the lower courts is to make reproduction 
cost the sole or controlling basis of value for rate pur- 
poses, it is certainly too early to state this as the settled 
rule of law. The whole subject of valuation is still in a 
developmental stage. The Supreme Court of the United 
States has wisely refrained from laying down a hard and 
fast rule that might have to be reversed when all the 
factors of the problem have been more clearly dis- 
closed. 


§ 73. Identical reproduction of existing plant. 

There are a number of different conceptions of the cost 
of reproduction method: 1. Cost of reproduction may mean 
the cost of a substantially identical reproduction of the ex- 
isting plant. This is the usual method. It does not mean, 
however, that apparatus of antiquated pattern will be 
exactly duplicated but that it-will be assumed to be 
replaced by the nearest modern substitute. Likewise 
the most economical and equally serviceable materials 
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will generally be used; in some cases, for example, con- 
crete will take the place of masonry construction. 


§ 74. Identical reproduction—Wm. H. Bryan on waterworks 
appraisals. 
William H. Bryan, in his discussion of a paper on “Going 
Value” by John W. Alvord before the American Water 
Works Association, Proceedings of 1909, p. 275, says: 


The reproduction theory assumes that the existing plant 
in whole or in part is suited to the present-day needs of the 
community. The value of a service cannot exceed the cost 
to the city of serving itself, plus a reasonable profit commen- 
surate with the responsibility and risk involved. In so far 
therefore as the plant as it stands is well adapted to that serv- 
ice it is entitled to a fair return. But worn-out and discarded 
parts have no part in present performance, and should have 
been covered by past earnings. They represent no present 
value, however necessary they may have been earlier. Nor 
can present values be saddled with errors of judgment result- 
ing in unwise expenditures, unless it is clear that these or sim- 
ilar outlays would accompany the duplication of the plant 
to-day. . 

Nor Kee the plant to be duplicated be an exact counter- 
part of the existing plant, except so far as it is adapted to ex- 
isting conditions. Real estate, buildings, machinery, pipe 
lines, material and supplies—beyond the present or reason- 
ably early needs of the system—should not be considered. 
The Wisconsin law covers this admirably in its use of the terms 
“actually used and useful for the convenience of the public.” 

Neither is it proper to figure on obsolete and expensive ap- 
paratus or material. Antiquated pumping engines which could 
only be actually duplicated by making new patterns; and ma- 
sonry for which better and cheaper concrete would now be 
used, are examples. 


§ 75. Equally efficient substitute plant. 
2. Cost of reproduction may mean the cost of a substitute 


§ 76] Cost oF REPRODUCTION 73 


plant of the most modern, approved design capable of per- 
forming the same service as the existing plant. If the old 
plant were wiped out, what would it cost at present to 
construct a plant capable of performing the service now 
performed by the old plant? In the case of a water 
plant, perhaps an entirely new source of supply would 
be used and the distribution system radically changed; 
in the case of a gas plant, a different process of production 
employed and a few large gas holders substituted for 
many small ones; in the case of an electric plant, larger 
units of production employed; in the case of a railroad, 
there might be a radical relocation and realignment of 
roadbed, and important changes in methods of construc- 
tion. The present value of the old plant is measured by 
the cost of an equally efficient new plant less an allowance 
for the depreciated condition of the old plant. ‘This 
seems to be the most logical method of arriving at present 
structural value. One difficulty in applying it arises from 
the fact that in many cases it is exceedingly difficult 
and expensive to determine on an equally efficient sub- 
stitute plan. Nevertheless there are usually certain ob- 
vious changes in design that would assuredly be made 
in any new plant. In the gas rate case of Capital City 
Gaslight Company v. City of Des Moines, 72 Fed. 829, 
844, decided January 8, 1896, District Judge Woolson 
states that the court has based its valuation on the es- 
timated cost of an equally efficient plant. 


$76. Substitute plant—Maine water plant condemnations, 
1902-1904. 

In Brunswick and T. Water District v. Maine Water 
Company, 99 Me. 371, 59 Atl. 537, decided December 14, 
1904, the Supreme Judicial Court of Maine laid down 
rules to govern appraisers in making a valuation of prop- 
erty of the Maine Water Company for purposes of pur- 
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chase by the Brunswick and Topsham Water District. 
The instructions were given on an application of the 
petitioner, in accordance with the provisions of the special 
act providing for purchase. The court, while complying 


with the provisions of the statute, expresses its apprecia- 


tion of the possible difficulties if not dangers in attempt- 
ing to formulate rules which are to be applied to facts 
not yet ascertained. In discussing the question of an 
equally efficient plant Judge Savage says (at page 543): 


Now, such a community is, we think, entitled to the bene- 


fit of such natural and sufficient facilities for procuring pure 
water as exist in its vicinity. Communities are in every respect 


entitled to the benefit of existing natural advantages. 

It therefore seems to be reasonable that a public water serv- 
ice company undertaking to supply a community with water 
is bound to do so wisely and economically. It is bound to 


take advantage of practicable natural facilities. If there is 


more than one source of supply, other things being equal, the 
community is entitled to have the least expensive one used. 
So long as the company enjoys practically exclusive franchises, 
so long it must afford the community the benefit of the con- 
ditions which nature has provided for them. For instance, 
if water can profitably be served from a nearer source of supply 
at a certain rate, the company ought not to be permitted to 
charge a higher rate based upon the expense of bringing it 
from a farther and more expensive source. And this even if 
in attempting to serve this and other, communities together 
it might be more profitable to the company to do so. 


The above is the second of two similar cases. In the 
earlier case, Kennebec Water District v. City of Water- 
ville, 97 Me. 185, 54 Atl. 6, decided December 27, 1902, 
Judge Savage had made a statement that is not entirely 
consistent with the above. He says (at page 19): 


We think the inquiry along the line of reproduction should, 
however, be limited to the replacing of the present system by 


a 
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one substantially like it. To enter upon a comparision of 
the merits of different systems—to compare this one with 
more modern systems—would be to open a wide door to spec- 
ulative inquiry, and lead to discussions not germane to the 
subject. It is this system that is to be appraised, in its present 
condition and with its present efficiency. 


§ 77. Substitute plant—Columbus, Ohio, Electricity Rate Case, 
1906. 

In the case of Columbus Railway and Light Company 
v. City of Columbus, No. 1206, in equity, Circuit Court 
of the United States, Report of Special Master T. P. 
Linn, June 8, 1906, an application was made for an in- 
junction against the enforcement of a city ordinance 
reducing electricity rates. The special master reported 
in favor of a permanent injunction and his report was ap- 
proved by the court without opinion. In this case com- 
petition had been succeeded by the merger of competing 
plants and the city claimed that a single system could be 
constructed at a less cost than the reproduction cost of 
the three existing generating plants. The master refers 
to the testimony of the city’s witnesses tending to show 
the cost of an equivalent new and modern plant, but states 
that this testimony is of little service. He does not, 
however, state definitely to what extent, if any, he has 
considered the possible smaller cost of an equally efficient 
modern system in fixing the fair value of the existing 
~ plant. 


§ 78. Substitute plant—Spring Valley Water Case, 1908. 

In Spring Valley Water Co. v. San Francisco, 165 Fed. 
667, decided October 7, 1908, it was sought to restrain 
the enforcement of water rates fixed by the board of 
supervisors of San Francisco, and an injunction pending 
the litigation was granted. District Judge Farrington 
says (at page 691): 
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The owner of private property sets the price at which others 
may buy or use it; he cannot be compelled to accept less; this 
is his right of contract; but when he devotes his property to 
public use, he must submit to the right of the public to reg- 
ulate his compensation for such use down to what is just both 
to himself and to the public, and that compensation is to be 
‘based, not on the cost of the next available substitute, but 
on a fair, reasonable value of the property at the time it is 
used for public convenience. While the cost of a substitute 
system may be considered in finding the reasonable value of 
the Spring Valley plant, it cannot be a controlling element. 
Otherwise, by securing control of all available sources from 
which water can be brought to San Francisco, the company 
might force a greatly exaggerated value upon its plant for 
rate-fixing purposes, and thus absolutely defeat the very object 
of government regulation. 


§79. Substitute plant—Discussion by J. E. Willoughby. 
J. E. Willoughby, in a discussion of valuation,® says: 


The idea of cost of reproduction is not synonymous with the 
idea of the cost of building a railway capable of serving the 
same transportation purpose. If all our railways were to be 
built anew, in the light of our present knowledge, and with 
our present traffic offerings and financial resources, vast changes 
would be made in the character of construction. The physical 
fact of existing construction prevents a theoretical substitution 
of what is the best construction for any community, together 
with its costs for the construction which was actually made 
years ago. 


§ 80. Substitute plant—Discussion by C. L. Corey. 

C. L. Corey, in a paper on “‘ Rates for Gas Service,”’ read 
before the nineteenth meeting of the Pacific Coast Gas 
Association, says: ° 


8 Proceedings of American Society of Civil Engineers, January, 1911, 
p. 119. 
® American Gas Light Journal, October 23, 1911,. p. 260. 
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The cost of reproduction, new, has been variously interpreted, 
sometimes erroneously, especially when it has been held to 
mean a system identical with the one the valuation of which 
is under consideration. Properly, it should be understood 
as a plant of similar character and equal efficiency. . . . 

It will depend upon conditions as to whether the cost of 
reproduction, new, and the original cost vary materially. One 
of the principal differences which will be found will be in the 
size and capacity and number of units in the two cases. Gas 
plants are probably never built in a single year, nor used ex- 
actly as they were originally constructed for a number of years. 
The original cost will probably properly cover the plants as 
installed with small units, while the cost of reproduction, new, 
may be considered to cover only the cost of a smaller number 
of much larger units having the same aggregate capacity. Es- 
pecially would this difference arise in connection with the dis- 
tribution system, both mains and services. Originally one 
single main, on one side of the street, and of comparatively 
small size, may have been adequate to provide gas service in 
that particular vicinity. Later on it becomes necessary to 
lay an additional gas main many times larger than the orig- 
inal; and, as is often the case, this later main is laid upon the 
opposite side of the street, resulting in the cutting of all serv- 
ices Jeading to property on the side of the street where the 
new main is laid and the connection of those services into the 
new main instead of the old. As viewed from present require- 
ments, one gas main alone might be considered in obtaining 
the cost of reproduction, new, while the actual cost would 
necessarily be greater. 


§ 81. Cost under present or original conditions. 

3. Cost of reproduction may mean: (a) the cost at present 
prices of land, labor and materials of reproducing the ex- 
isting plant under present or hypothetical conditions, or 
(b) the cost at present prices of land, labor and materials of 
reproducing the existing plant under the actual conditions 
under which the existing plant was originally constructed. 
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§ 82. Present or original conditions—Discussion before Amer- 
ican Society of Civil Engineers, 1911. 

These two conceptions of what is meant by the term 
‘cost of reproduction” were brought out in the discussion 
before the American Society of Civil Engineers of the 
paper on “ The Going Value of Water-Works,”’ by Leonard 
Metcalf and John W. Alvord.'® The paper discussed 
contemplates the use of the cost of reproduction method. 
Halbert P. Gillette, in discussing the paper, contends 
that actual cost rather than reproduction cost should 
govern, saying (at page 382): 

Adopting, as the writer does, the first premise, namely, 
that a public service corporation is entitled to a fair return on 
its investment and for its managerial services, most of the per- 
plexities confronting an appraiser vanish. It follows logically 
that the appraiser must base his appraisal on the actual con- 
ditions under which the property was built and operated. If 
trees were cleared, then he must allow for the cost of clearing, 
although not a tree may now bestanding. If streets were graded, 
then that grading must be estimated, though to-day the en- 
tire city is as level as a floor. If quicksand was encountered 
in laying a pipe-line, then the added cost of excavating it 
must be allowed, even though subsequent works have drained 
the line so that it no longer has a yard of quicksand. If money 
was spent to educate the public to the use of the commodity 
sold by the corporation, then that money is a development 
expense which must be allowed, even though the expense 
would not now be incurred by a new corporation of like char- 
acter. If the corporation has built railway lines to develop a 
country, and has not only spent money to get people to settle 
there, but has experienced deficits below a fair return on its 
investment until the country has become sufficiently popu- 
lated, then this development expense must be allowed. In 
brief, the entire history of the public utility must come within 
the appraiser’s knowledge and consideration. 


10 Published in the Transactions of the Society, 1911, Vol. 73, pp. 326, 
382, 388. 
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In reply, the authors, Messrs. Metcalf and Alvord, state 
that Mr. Gillette has misinterpreted the reconstruction 
cost method and that that method as applied by the courts 
does not involve the determination of the reproduction 
cost of an equally efficient plant, but the reproduction 
cost of the existing plant reproduced under the conditions 
existing at the time the property was actually constructed. 
They say (at page 388): 


In this he is wholly wrong, if he is seeking to interpret the 
actual views of the writers, for the Courts have clearly laid 
down the rule that the existing property shall be valued, and 
not an equally efficient plant. . . . Without going into detail, 
it is perhaps sufficient to state that, in a recent joint valua- 
tion by the authors, the very elements which Mr. Gillette 
says should be included in valuation, and could not be in- 
cluded under the reproduction cost theory, were included by 
the writers, as, for instance, the removal of heavy earth em- 
bankments, the existence of which cannot be wholly traced 
to-day; the removal of trees; and the removal of houses and 
buildings. The writers conceive that the past history of the 
works and of their construction is of the utmost importance 
to the appraiser, if he would render fair judgment on the value 
of the property. 


§ 83. Present or original conditions—St. Louis Public Service 
Commission, 1911. | 

The report of the St. Louis Public Service Commission 
on Rates for Electric Light and Power, made on Feb- 
ruary 17, 1911, states that, in determining cost of re- 
production for rate purposes, the Commission has taken 
into consideration the actual conditions under which 
the property has been created. The Commission says: "! 


As presented by the Company, the theory of the Cost of 
Reproduction New means that the value upon which it should 


11 At pp. 20, 21, 29. 
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be permitted to earn a fair return should be the estimated 
cost of reproducing at the present time, the property as it 
now exists. 

At first sight this may appear reasonable, provided the es- 
timates are reasonable. In fact the theory is probably as good 
as many of the various theories advanced for arriving at an es- 
timate of Earning Value, but there are so many and various 
elements and conditions to be considered in the valuation of a 
large public service property that a strict adherence to any 


set theory is likely to produce results which are manifestly © 


unreasonable and unjust. | 

Table VII sets forth the Company’s estimate of the Earn- 
ing Value of its property according to the theory of Cost of 
Reproduction New. Some of the items entering into this 
Table are based upon costs as produced under conditions ex- 
isting in the actual construction of the present property, while 
other items are based upon purely hypothetical conditions 
of reproduction. 

The theory of this presentation of Earning Value is rejected 
by the Commission on the ground that it disregards the actual 
conditions under which the property was produced, and sets 
up a purely hypothetical case which is not analogous to the 
one under consideration. .. . 

The aim of the Commission in determining the Earning 
Value of the property of the Union Electric Light and Power 
Company, has been to arrive at a fair and reasonable present 
value of the property in the service of the public at the date 
of this investigation. 

The theory or rather method by which the Commission has 
arrived at its final figures differs essentially from the theory 
of Cost of Reproduction New, as used by the Company, in 
that the Commission has taken into consideration the actual 
conditions under which the property has been created, while 
the Company, as stated before, has assumed a hypothetical 
set of conditions. The Commission believes its own method 
to be much the better one for arriving at results calculated 
to do justice to all parties concerned. In the major item of 
value, viz: the construction cost, there can be no dispute as 
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to method, as a great part of the property has been recently 
completed, and in the older parts, through lack of reliable 
data for old costs, the Commission’s engineers have been com- 
pelled to a great extent, to use present prices. In fact it has 
been agreed between the Commission and the Company that 
the cost prices used are applicable to either theory. 

In assigning costs or values to elements other than construc- 
tion or those dependent directly on construction, the Commis- 
sion has endeavored to arrive at figures which will represent 
fairly what those costs should have been under all the existing 
conditions. 


§ 84. Present or original conditions—Conclusion. 

The treatment of pavement over mains laid at the ex- 
pense of the city,!* of piecemeal construction,?? of over- 
head charges,!4 and of various other elements of valuation 
depends upon which of the above methods " are adopted. 
Considered from all points of view the method of reproduc- 
ing the existing plant under the actual physical and other 
conditions under which it was actually constructed seems 
fair to both parties. It is a rule that corresponds to the 
actual equities of the parties while the other rule gives an 
unfair advantage in some cases to the public and in other 
cases to the company. 


12 See § 169. 14 See § 240. 
13 See § 362. 15 See § 81. 
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Actual Cost as a Standard of Value for Rate Purposes 


§ 95. Actual cost defined. 
96. Actual cost a natural standard. 
97. Difficulties of determination. 
98. Difficulties pointed out in Louisville Telephone Rate Case. 
99. Difficulties overestimated. 
100. Fluctuations in cost. 
101. Extent to which cost changes offset each other. 
102. Justice Brewer in Ames v. Union Pacific Railway, 1894. 
103. California Supreme Court, 1897. 
104. Pennsylvania state courts in Butler Company and Spring Brook 
Company Water Cases. 
105. West Virginia Supreme Court in Coal & Coke Railway Case, 1910. 
106. Wisconsin Railroad Commission in Appleton Water Case, 1910. 
107. New York Public Service Commission in Kings County Lighting 
Case, 1911. 
108. Interstate Commerce Commission in Western Rate Advance Case, 
1911. 
109. Connecticut Public Utilities Commission rejects actual cost in 
favor of reproduction cost, 1912. 


§ 95. Actual cost defined. 

Strictly speaking, actual cost means cost of original 
construction plus cost of additions and betterments. 
It excludes all expenditures for renewals and replace- 
ments including supersession due to obsolescence or in- 
adequacy. It includes only construction, additions and 
betterments that are a proper capital charge under ap- 
proved accounting principles. This conception of actual 
cost, however, is one that has in the past been very im- 
perfectly comprehended. Correct accounting principles 
are of comparatively recent acceptance and application. 
The references made by courts to actual cost or original 
cost plus improvements show that in most cases they 
have loosely interpreted the term to include many things 

[ 82] 
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that are not properly a part of the actual cost of the 
present property. In certain decisions it is apparently 
_ assumed that actual cost or original cost includes discount 
on securities issued, exorbitant profits to promoters, cost 
of replacing worn-out or superseded property, dividends 
paid out of capital, money sunk in unsuccessful experi- 
ments. That is, the term is considered as an equivalent 
to book value inflated by financial manipulation or loose 
accounting. Considered in this light, it is little wonder 
that “original cost”? has been discredited as a standard 
of valuation. _ 


§ 96. Actual cost a natural standard. 

Actual cost properly considered is the most natural 
and in many respects the fairest single basis for the de- 
termination of fair value for rate purposes. A fundamental 
principle of public service regulation is that as the public 
service corporation devotes its property to a public use 
it may consequently be required to render the service 
at reasonable rates of charge. Rates of charge to be 
reasonable may not be in excess of the fair value of the 
service and may not be higher than necessary to produce 
a fair return on the property devoted to a public use. 
The measure of the property devoted to a public use is 
undoubtedly in the first instance, at least, the money 
that the company has actually and necessarily invested, 
2, e., the actual cost. 


§ 97. Difficulties of determination. 

Another obstacle to the acceptance of actual cost as a 
standard of value, besides the inapt use of the term, 
has been the difficulty or impossibility of accurate de- 
termination. Records have been lost or destroyed. Per- 
haps the company is not interested in producing records 
in existence or the representatives of the public do not 
care to take the trouble to unravel the tangled skein 
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of company finances. An article on the “ Valuation of 
Railways,’ in the Railroad Age Gazette of January 29, 
1909, page 220, treats of the difficulties of getting at the 
original cost of a railway as follows: | 


In any systematic effort at valuation, cost is a matter for 
early consideration. If legitimate cost can be determined with 
accuracy, it can usually be relied upon as establishing a fair 
presumption of value. But here an intricate situation presents 
itself, and in the ascertainment of railroad cost many serious 
difficulties will be encountered. Some managers and accounting 
officers profess, with a convincing show of reason, inability to’! 
determine with any considerable degree of precision what their 
properties have cost. A few of the roads have been in existence 
for three-quarters of a century. In the earlier days there was no 
accounting organization worthy of the name. The science of 
accounts was undeveloped, the art was practiced with a laxity 
that is now difficult to comprehend, and there was little more 
than accidental uniformity of method. Such records as were 
made have, in many instances, been lost or destroyed. Consol- 
idations have taken place, reorganizations have been passed 
through, and purchases have been made, under foreclosure or 
otherwise, at a valuation either greater or less than original 
cost. Capital assets acquired at one price have been replaced at 
another and different one. Operating cost and capital expend- 
iture have been hopelessly confused. Finally, funds available 
for distribution have been withheld from shareholders and de- 
voted to increase of capital investment and the improvement 
of facilities for transportation. To what extent these and other 
similar things have occurred, and to what extent actual invest- 
ment has been increased thereby, are questions it would not 
always have been easy to answer at the time; now it is all but 
impossible. | 


§ 98. Difficulties pointed out in Louisville Telephone Rate 
Case. Ee 

In Cumberland Telephone and Telegraph Company 

v. City of Louisville, 187 Fed. 637, decided April 25, 
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1911, United States Circuit Court, a suit was brought 
to enjoin the enforcement of a rate ordinance. District 
Judge Evans, in granting the requested injunction, says 
(at pages 642, 644): 


Not because the cost of the plant was at all conclusive in its 
bearing upon the questions involved, but, as already stated, 
because it might be helpful, the court, in the order of reference, 
directed an inquiry into the actual cost of the company’s prop- 
erty in this city. The lapse of many years, the multitude of 
items making up the total, the wide diversity of present views as 
to what expenditures should have been or should now be included 
in the cost of construction, etc., the manner of keeping the com- 
pany’s accounts (though no dishonesty is attributable, inasmuch 
as no motive is conceivable which at that time tempted to 
deliberate wrong), and other considerations have so obscured 
the question of cost of the plant as to greatly weaken the value 
of this inquiry, laborious and painstaking as it appears to have 
been. With all these difficulties to contend with, the master 
has found that the total cost of the company’s plant and prop- 
erty in this city, including toll lines but excluding real es- 
tate, was $1,506,531.21, while the company insists that it was 
$1,864,583.10—a difference of $358,051.89. .. . 

Consideration of these contentions between the parties in 
connection with the master’s findings, the exceptions thereto, 
and the large mass of testimony directed to the subject of cost 
of plant, will demonstrate the extreme difficulty of reaching a 
satisfactory conclusion upon the subject upon any very reli- 
able theory, and the fact becomes apparent that its cost, under 
the complications presented in the record, would furnish a fal- 
lacious test of the actual present value of the company’s plant 
and property in this city where it is being used for the public. 
We incline to think that these considerations may properly 
relieve us of the necessity of passing directly upon the exceptions 
to the findings as to the “‘ cost ” of the plant. 


§ 99. Difficulties overestimated. 
- In several cases the Wisconsin Railroad Commission 
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has gone carefully into the question of original-cost- 
plus-improvements and such cost as found has been 
considered of great importance in fixing fair value for 
rate purposes. In most of the state railroad appraisals 
little attempt was made to secure the original cost. 
In the Washington railroad appraisal, however, the 
question of original cost was gone into most thoroughly 
and it is stated that of the entire railway costs in Wash- 
ington, the original cost was obtained for all but 5 per 
cent. Mr. Gillette, the Consulting Engineer of the’ 
Washington Railroad Commission appraised the original- 
cost-plus-improvements of the Northern Pacific Railway 
at $75,457,893 and the cost-of-reproduction-new at $103,- 
613,442. The difference between original cost and cost 
of reproduction is mainly due to the increase in the value 
of the land owned by the company and especially the 
terminal lands in Seattle, Tacoma and Spokane. 

It seems probable that the difficulties in the way of 
determining actual cost have been largely overestimated. 
Certain important elements of actual cost can usually 
be obtained. The actual cost of land can usually be 
determined, and if not, its probable cost at the time it was 
purchased can be estimated. Land is often a very large 
factor in the valuation and usually shows the greatest 
percentage of variation between actual cost and repro- 
duction cost. If the date of construction and a: general 
description of the same are known, actual cost can be 
estimated from records of prices of labor and materials 
current at the time. Or cost of reproduction may be 
estimated and such cost increased or decreased by a 
percentage deemed just in view of the increase or decrease 
in prices since construction. Such cost of reproduction, 
however, should not be the cost of reproduction under 


1 Second and Third Annual Report, Washington Railroad Commission, 
1907-1908, p. 127.. 
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present or hypothetical conditions but as near as may be 
the cost at present prices of labor and materials of the 
actual property used and useful for the convenience of 
the public, reproduced as nearly as may be under the 
actual conditions under which it was originally produced. 
It must be borne in mind that cost of reproduction 
is here used merely as an aid to the determination of 
actual cost. We do not care to know the cost of a dupli- 
cate or equally efficient plant under present: conditions. 
But, using present or average prices of labor and materials, 
we attempt to reconstruct the existing plant under the 
actual conditions as to street and other physical condi- 
tions and as to development expense, contingencies, 
interest and other overhead charges, under which the 
existing plant was actually constructed. (See §§ 81-84.) 


§ 100. Fluctuations in cost. 

When a plant is first established, actual cost and cost 
of reproduction are the same. Reasonable rates of charge 
would consequently be the same regardless of whether 
fair value were based on actual cost or on cost of repro- 
duction. Let us assume now that the original capital 
investment or actual cost remains the same for ten years 
but that in that period the cost of reproduction is con- 
stantly changing. As a first case, assume that prices of 
materials during the 10-year-period decline 60% and that 
labor declines 30%. Cost of reproduction has there- 
fore largely decreased, and, on this basis, rates of charge 
may be radically lowered. But this is not giving the 
corporation a ‘‘square deal.’”’ It devoted a certain 
amount of money to:a public use and is equitably as much 
entitled to a fair return on that investment provided 
the business can be made to earn it, as though it had 
actually loaned that amount of money to the public. 
On the other hand, cost of reproduction instead of de- 
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creasing without the fault or help of the corporation 
may increase in the same way. Assume that during the 
10-year-period the price of materials increases 60%, of 
labor 30%, and of land 80%. Cost of reproduction 
has now enormously increased and on this basis rates of 
charge must be greatly increased. But this is just as 
unfair to the consumer as the former case was to the 
corporation. The consumer is compelled to pay a fair 


return on a much larger sum than the corporation has 


“expended in his service. Fundamentally, therefore, is not 
actual cost rather than reproduction cost the more equita- 
ble basis for determining the rights and obligations of the 
public service corporation? The equity of the corporation 
is the capital actually devoted to a public use and the 
equity of the public or the consumer is the right to the 


service at such rates as may be reasonable and not higher 


than required for a fair return on capital actually expended. 


§ 101. Extent to which cost changes offset each other. — 

So far as changes in cost of labor and materials are 
concerned, in the long run changes are likely to offset 
each other. The corporation will gain if prices advance 


and lose if they fall. Its chance for gain may be assumed | 
to offset its risk of loss. About 1896, prices reached a 


low level and many properties could then be reproduced 
for much less than original cost. Since then there has 
been a general rise in prices. Structures built about 1896 
cost, in many cases, much less than their present cost of 
reproduction. But while changes in price levels tend to 
offset each other and are consequently not one-sided in 
their benefits and disadvantages, it is different with 
certain other elements of reproduction cost. Land used 
by public utilities seldom declines but often increases 


enormously in value. There may be periods when the. 


land is stationary or even declining, but the movement 


me 
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during long periods almost invariably shows a marked 
advance. Here, therefore, the advantage of the repro- 
duction cost method is very one-sided. It is of very great 
advantage in some cases from the standpoint of the com- 
pany but correspondingly disadvantageous and unjust 
from the standpoint of the public. If this disadvantage 
were offset by a corresponding general decline in the 
reproduction cost of some other equally important ele- 
ment it would not be such a serious matter from an 
equitable standpoint. But no such offset exists. An- 
other element of reproduction cost where the variation 
is all to the advantage of the company is the cost of 
laying mains and the location of other services in the 
streets. The streets, especially of the larger cities, are 
constantly becoming more and more crowded with sewers, 
gas and water pipes, conduits, wires, subways and serv- 
ices of every conceivable kind. This complicated net- 
work of pipes and wires makes the placing of new services 
or the reconstruction of existing services more and more 
difficult and costly. This condition gives the company 
under some conceptions of the reproduction method an 
unearned increment.? The actual cost method produces 
a much fairer result. 


§ 102. Justice Brewer in Ames v. Union Pacific Railway, 1894. 

In Ames v. Union Pacific Railway Company, 64 Fed. 
165, decided November 12, 1894, Justice Brewer found 
that the actual necessary cost of construction was greater 
than the cost of reproduction and greater than the present 
value but he held that nevertheless this “actual invest- 
ment ... is not to be ignored, even though such sum 
is far in excess of the present value.” ° 


§ 103. California Supreme Court, 1897. 
_ The case of San Diego Water Company »v. City of San 
2 See § 21. 3 See above, § 21. 
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Diego, 118 Cal. 556, 50 Pac. 633, decided October 9, 
1897, involves a valuation for rate purposes. The lower 
court held the municipal ordinance fixing water rates 
unconstitutional, but was reversed by the Supreme Court 
and the cause was remanded for a new trial. The de- 
cision of the Supreme Court was rendered by a divided 
court. Six of the seven judges concurred in the findings 
but four separate or concurring opinions were rendered. 
The opinion, written by Judge Van Fleet and concurred 
in by two other members of the court, took strong ground 
in favor of actual cost as the proper standard of value. 
The following is from Judge Van Fleet’s opinion (at 
pages 636, 638 Pac.): 


The second method is entirely inapplicable to property of this 
kind. The construction of municipal waterworks is a matter 
of growth. It is necessary in common prudence, on the one 
hand, to construct the works of such capacity as to satisfy the 
needs of the growing city, not only at the moment, but within 
the near future; and, on the other hand, not to extend them so 
much as to cast an unnecessary burden on the stockholders or 
the present consumers. As such works are a necessity to the 
city, they must keep pace with, and to some extent anticipate, — 
its growth. When constructed, they stimulate to that extent 
the progress of the city, and tend, like all conveniences, to 
lower the general cost of production of all things. It results that, 
at least, the first water system in any city occupies the position 
of a pioneer. At any expense the works must be constructed, 
and usually no reward can be realized by the constructors until 
some time has elapsed. In the meantime, as the city grows, in 
part by reason of this very supply of water, the facility of con- 
structing works of all kinds is increased, and the cost of such con- 
struction diminished. It would therefore be highly unjust to 
permit the consumers to avail themselves of the plea that, at the 
present time, similar works could be constructed at a less cost, as 
», pretext for reducing the rates to be paid for the water. The 
reduced expense, if it be reduced, is due, in part at least, to the 
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very fact that the city has been provided, at the cost of the 
water company, with increased facilities for doing business. 
But it is said that those who enter upon any business enterprise 
undertake the risk of being undersold by those who, coming 
later into the field, have the advantage of a cheapening of con- 
struction. But this is not an ordinary business enterprise. 
Those who engage in it put their property entirely into the 
hands of the public. Having once embarked, it is beyond their 
power to draw back. They must always be ready to supply . 
the public demand, and must take the risk of any falling off in 
that demand. They cannot convert their property to any other 
use, however unprofitable the public use may become. They 
have expended their money for the benefit of others, and sub- 
jected it to the control of others. That money has, in effect, 
been taken by the public; and the public, while refusing to return 
that money, cannot be heard to say that it no longer has need 
for all of it. Nor would it, on the other hand, be just to the 
consumers to require them to pay an enhanced price for the © 
water, on the ground that it would now cost more to construct 
similar works. Such a contingency may well happen; but to 
allow an increase of rates for such reason would be to allow the 
water company to make a profit, not as a reward for its ex- 
penditures and services, but for the fortuitous occurrence of a 
rise in the price of materials or labor. The law does not intend 
that this business shall be a speculation in which the water com- 
pany or the consumers shall respectively win or lose upon the 
casting of a die, or upon the equally unpredictable fluctuations of 
the markets. For the money which the company has expended 
for the public benefit, it is to receive a reasonable, and no 
more than a reasonable, reward. It is to be paid according to 
what it has done, and not according to what others might con- 
ceivably do. In effect, the bargain between the company and 
the public was made when the works were constructed; and 
this matter is to be determined according to the state of things 
at that time. . . . As we have said, it is not the water or the 
distributing works which the company may be said to own, and 
the value of which is to be ascertained. They were acquired 
and contributed for the use of the public. The public may be 
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said to be the real owner, and the company only the agent of 
the public to administer their use. What the company has 
parted with—what the public has acquired—is the money 
reasonably and properly expended by the company in acquiring 
its property and constructing its works. The state has taken 


the use of that money, and it is for that use that it must provide | 


just compensation. . . . It should, of course, be said that it 
does not follow that in every case the company will be entitled 
to credit for all of its current expenditures, or to receive a 
compensation based on the entire cost of its works. Reckless 
and unnecessary expenditures, not legitimately incurred in the 
actual collection and distribution of the water furnished, or 
in the acquisition, construction, or preservation of so much of 
the plant as is necessary for that purpose, cannot be allowed. 


Nor can the investment on. which the company is entitled to — 


_ base its compensation be held to include property not now 
actually employed in collecting or distributing the water now 
being supplied, however useful it may have been in the past or 
may yet be in the future. It is the money reasonably and prop- 
erly expended in each year in collecting and distributing the 
water which constitutes the current expenses which may be 


allowed; and it is the money reasonably and properly expended — 
in the acquisition and construction of the works actually — 


and properly in use for that purpose which constitutes the 
investment on which the compensationisto be computed. .. . 
In fact, the case appears to have been tried largely on a wrong 
theory, the greater portion of the evidence consisting of the 
testimony of expert witnesses as to the value of the property. 
This is, at the best, an unsatisfactory way of determining the 
question of actual cost (for which purpose only could it be 
admissible), and should not be resorted to when better evidence 
can be obtained. As against the company, at least, its books 
furnish better evidence on this subject, and cannot be disre- 
garded. These books certainly show the cost to have been less 
than $750,000, though we are unable to determine the precise 
amount properly shown by them; and the evidence clearly dis- 
closes that portions of the plant included in that cost are not 
now in use, if, indeed, they have not been totally abandoned. 
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While three of the other four judges concurred with Judge 
Van Fleet in the decision rendered, they dissented from 
the proposition that actual cost should be the standard 
of value. 


§ 104. Pennsylvania state courts in Butler Company and 
Spring Brook Company Water Cases. 

In the case of Brymer v. Butler Water Company, 179 
Pa. 231, 36 Atl. 249, decided January 4, 1897, which was 
an action by consumers among other things to enjoin 
the water company from charging certain water rates, 
the Supreme Court of Pennsylvania considered the basis 
of valuation for rate purposes. Judge Williams says (at 
‘page 251 Atl.): 


This leads us to the second question raised, viz.: By what rule 
is the court to determine what is reasonable, and what is oppres- 
sive? Ordinarily, that is a reasonable charge or system of 
charges which yields a fair return upon the investment. Fixed 
charges and the costs of maintenance and operation must first 
be provided for. Then the interests of the owners of the prop- 
erty are to be considered. They are entitled to a rate of return, 
if their property will earn it, not less than the legal rate of 
interest; and a system of charges that yields no more income 
than is fairly required to maintain the plant, pay fixed charges 
and operating expenses, provide a suitable sinking fund for 
the payment of debts, and pay a fair profit to the owners of the 
property, cannot be said to be unreasonable. . . . The cost 
of the water to the company includes a fair return to the persons 
who furnished the capital for the construction of the plant, in 
addition to an allowance annually of a sum sufficient to keep 
the plant in good repair, and to pay any fixed charges and 
operating expenses. 


‘In Wilkesbarre v. Spring Brook Water Co., 4 Lack. 
(Pa.) Leg. News, 367, 380, Judge Edwards, commenting 
on the above decision in Brymer v. Butler Water Co., says: 
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It may be contended that the rule adopted by our Supreme 
Court is somewhat arbitrary. But we know of no better one. 
The primary basis of any calculator as to the value of a water 
plant. must be the money actually invested by the owners. If 
the earnings of the company have been used to improve the 
property it is counted as so much more cash invested. In a 
case in another state the market value of the plant was sug- 
gested as the proper basis of calculation. This is open to two 
objections. The plant, for many reasons, may have depre- 
ciated in value and the consumers of water may have decreased 
in their number, thus working an injustice to the owners; or 
the plant, owing to favorable natural conditions and the rapid 
growth of the territory supplied, may have greatly enhanced in 
value, thus increasing the rates beyond reason and equity. 
Another rule would be to ascertain the cost of replacing the 
whole plant at a given time and make that the basis of the com- 
putation as to its value. This is open to the same objection as 
the first rule suggested. 


§ 105. West Virginia Supreme Court in Coal & Coke Railway 
Case, 1910. 

The case of Coal & Coke Railway Co. v. Conley, 67 W. 
Va. 129, 67 S. E. 618, decided March 8, 1910, Supreme 
Court of Appeals of West Virginia, involves the validity 
of a two cent per mile passenger fare statute. The court 
affirmed the decree of the lower court restraining the 
enforcement of the statute. Judge Poffenbarger, in de- 
livering the opinion of the court, says (at page 640): 


However, it seems to be generally held that, in the absence 
of peculiar and extraordinary conditions, such as a more costly 
plant than the public service of the community requires, or the 
erection of a plant at an actual, though extravagant, cost, or the 
purchase of one at an exorbitant or inflated price, the actual 
amount of money invested is to be taken as the basis, and upon 
this a return must be allowed equivalent to that which is ordi- 
narily received in the locality in which the business is done, upon 
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capital invested in similar enterprises. In addition to this, con- 
sideration must be given to the nature of the investment; a 
higher rate being regarded as justified by the risk incident to a 
hazardous investment. 


§ 106. Wisconsin Railroad Commission in Appleton Water 
Case, 1910. 

The Wisconsin Railroad ‘Commission, while holding 
that there is no single standard of valuation, has con- 
sidered actual cost wherever data was available and has 
based the element of going value almost solely on an esti- 
mate of the actual cost of establishing the business. In 
City of Appleton v. Appleton Water Works Company, 5 
W. R. C. R. 215, decided May 14, 1910, the Commission 
says (at page 219): 


In determining the fair value of the tangible property, the 
total investment in the plant at the time of appraisement, the 
original cost of construction and subsequent additions and 
extensions, the cost of reproduction new, and the present 
value of the same are the only satisfactory evidences which 
can be adduced, bearing upon the question. These factors 
form a fairly reliable basis for the deduction as to the fair 
value of the physical property. However, in weighing these 
various factors consideration must be given to all the facts 
and circumstances surrounding the same, and neither of the 
factors mentioned is controlling or determinative in reaching 
a final conclusion, although some may have greater probative 
effect under all the circumstances than others. 

In this connection the service value of the plant cannot be 
ignored, for ‘‘each unit of the plant has a value because of 
its co-ordination and articulation with other units, and thus 
forming with such units a complete mechanism, capable of 
performing useful service.’”’ In re Cashton Light & Power Co., 
3 W. R. C. R. 67, 78. Furthermore, having arrived at a fair 
value of the tangible property, we have determined the value 
of but one of the elements that enter into the computation of 
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the reasonable present value of the investment and its relative 
importance and bearing upon the ultimate deduction. 

For rate-making purposes the actual total investment in 
the enterprise, subject to certain qualifications, seems to be 
the basis for determining the reasonableness of the charges 
that may be exacted of the public for the services rendered or 
product furnished in certain jurisdictions. Of course, where 
such information is not available, the reasonable value of the 
investment would have to be ascertained by some method’ of 
appraisement, and in such event the “actual total investment” 
doctrine would be inapplicable. | 


§ 107. New York Public Service Commission in Kings County 
Lighting Case, 1911. 

In Mayhew v. Kings County Lighting Company, 
2P.58. C. Ist D. (N. Y.) —, decided October 20, 1911, 
in which it was sought to bring about a reduction in the 
company’s gas rate and in which the Commission made an 
order reducing such rates, the New York Public Service 
Commission for the First District refers to the importance 
of actual cost in a determination of fair value, particularly 
in view of the express provisions of the state statute. 
Commissioner Maltbie, writing the opinion of the Com- 
mission, Says: 


The cost to reproduce the property as new, obtained by add- 
ing the percentage allowances to net cost, as shown in Table II, 
is $1,880,355, or, if the pipe connection not in use be added, 
$1,902,777. It is believed that either figure is ample and per- 
haps too large. The company has produced no vouchers, 
bills or records to discredit the estimates of the Commission’s 
engineers or to support the estimates of its own witnesses, 
who were repeatedly. asked whether they had examined the 
records of cost of the company to determine whether their 
estimates had any direct relation to the amounts actually spent. 
They did not produce .actual expenditures to support their 
estimates, and counsel to the company expressed to the Com- 
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mission the opinion that actual cost of existing property had 
nothing whatever to do with the amount to be considered as 
the fair value of the property. In our opinion it has a vital 
relation, and in view of the provision in the Public Service 
Commissions Law upon this point, the Commission must give 
it full weight and consideration. Section 72 of the law provides 
that ‘In determining the price to be charged for gas or electric- 
ity the Commission may consider all facts which in its judgment 
have any bearing upon a proper determination of the ques- 
tion although not set forth in the complaint and not within 
the allegations contained therein, with due regard among other 
things to a reasonable average return upon capital actually 
expended and to the necessity of making reservations out of 
income for surplus and contingencies.’”’ The Commission re- 
gards as a serious omission the failure of the company to pro- 
duce the records, although requested to do so. In the absence 
of such records, the Commission does not feel warranted in 
accepting estimates which appear to be unduly and unrea- 
sonably large, and are not supported by the examination 
and estimates of our own engineers. 


§ 108. Interstate Commerce Commission in Western Aue 
_ Advance Case, 1911. 

The injustice in certain cases of basing fair waite 
solely on cost-of-reproduction is pointed out by the 
Interstate Commerce Commission in Advances in Rates, 
Western Case, 20 I. C. C. R. 307, decided February 22, 
1911. After discussing the enormous appreciation in the 
value of railroad land and the lack of an authoritative 
determination as to what constitutes fair value, Commis- 
sioner Lane, in his opinion in this case, says that ‘‘ Perhaps 
the nearest approximation to the fair standard is that of 
bona fide investment—the sacrifice made by the owners 
of the property—considering as a part of the investment. 
any shortage of return that there may be in the early years 
of the enterprise.” The following is from Commissioner 
Lane’s opinion (at pages 337-347): 

a j 
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. When asked by the Government to explain why it has 
increased its charges, its reply is that it has a right to do so 
because it is not now receiving a fair return upon the value 
of the property which it uses; value being estimated cost of 
reproduction. This leads to a few questions: (1) What did 
the Burlington road cost those who built it? (2) What is its 
present value? (3) Whence came this value? (4) Is such in- 
crease in value a basis for increase in rates? 

The controller of the company has given us the answer to 
the first question. He testified that the total investment in thé 
property from the sale of stocks and bonds was $258,000,000. 

To the second question the company answers that its present 

value is $530,000,000. 
_ The difference between these two figures iret (1) in- 
vestment in the property made out of earnings; (2) increased 
value of right of way and terminals owned by the company. 
This is the answer to the third question. 

The position therefore taken by the Burlington is that it 
has a right vested in it by law to add to its freight charges 
such amounts as will yield at the present time a fair rate of 
interest upon more than $270,000,000, which does not represent 
either the proceeds from the sale of a share of stock or a dol- 
lar of borrowed money, so long as the rate to the shipper 1 1s not 
unreasonable. .. . 


In support of this proposition the leading case of Smyth 
v. Ames, 167 U. 8S. 446, 18 Sup. Ct. 418, 42 L. ed. 819, de- 
cided March 7, 1898 (see above, § 24), and other cases are 
cited. The Commissioner continues: 


Notwithstanding these decisions, it remains for the Supreme 
Court yet to decide that a public agency, such as a railroad 
created by public authority, vested with governmental au- 
thority, may continuously increase its rates in proportion to the 
increase in its value, either (1) because of betterments which 
it has made out of income, or (2) because of the growth of 
the property in value due to the increase in value of the land 
which the company owns. 
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If the position of the Burlington is sound and is a precise 
expression of what our courts will hold to be the law, then as 
we are told there is certainly the danger that we may never 
expect railroad rates to be lower than they are at present. On 
the contrary, there is the unwelcome promise made in this case 
that they will continuously advance. In the face of such an 
economic philosophy if stable and equitable rates are to be 
maintained, the suggestion has been made that it would be 
wise for the Government to protect its people by taking to 
itself these properties at present value rather than await the 
day, perhaps 30 or 50 years hence, when they will have mul- 
tiplied in value ten or twenty fold... . 

Any new money put into the property, whether derived 
from the sale of securities or from surplus, which might have 
been appropriated to dividends, represents new value—an ad- 
dition to the property—and on this addition the stockholders 
interested are entitled to a reasonable return if that can be 
had for an additional service given, but it is not equitable that 
because the directors of a corporation see fit to distribute to 
the stockholders less than the amount which the company 
earns and may be appropriated to dividends, the shippers 
who made this large dividend and surplus possible shall be 
increasingly taxed in geometrical progression to make return 
upon it. New improvements should bring new revenue. The 
risk of the stockholders in investing their money in these im- 
provements is the same risk that they took when they invested 
their original funds in the original property. San Diego Land 
& Town Co. v. National City, 74 Fed. Rep. 87 [decided May 4, 
119) 

We now turn for a moment to consider the added value of 
railroad property by reason of the increase in the value of the 
lands held as terminals in cities and rights of way. Out of 
the difference between the original investment of $258,000,000 
and the estimated present value of $530,000,000 it has been 
estimated that the increase in land values amounts to approxi- 
mately $150,000,000. We may agree with the contention of 
the Burlington that it is no concern of ours as to whether these 
lands were obtained by private or public donation in whole or 


100 VALUATION [§ 108 


in part, but a larger question of public concern is involved—the 
legal right. of a carrier to continuously increase rates because of. 
the growth of the community which gives this added value to 
the land over which the railroad runs. . | 7 
It is unquestionable that Kansas would not enjoy the pop- 
ulation that she has or the prosperity that is hers without the 
presence of the railroads, and those men of prophetic vision who 
projected those roads and invested their capital therein dare 
not to be denied a share in the wealth which they have so largely 
helped to create. But as these lands increase in value with 
the growth of the communities which they serve should not, 
this larger share coming to the railroad arise out of the opera-. 
tion of that property and the increase in its traffic rather than 
by the imposition of a new burden of tolls upon those who use 
their road? This question is not of paramount importance 
in this case, but, it is urged, may become one of supreme mo-. 
ment if the carriers insist upon a right to increase rates in pro- 
portion to increasing land values. In a very real sense these 
added land values do not come to the railroad as a railroad, 
but as an investor in Jand which has been dedicated to a public 
use; and, being so dedicated, it may be strongly urged that the 
increment added thereto from year to year by communal 
growth should not necessitate an imposition of additional rate 
burdens upon the public. .. . dE 
- Whatever the true economic or legal view may be as to the 
right of a carrier to consider the increase in value of its land as a 
part of the value upon which it is entitled to a reasonable return, 
such increase in value does not of itself establish the right of a 
carrier to increase rates upon a given service., Certainly if 
the Supreme Court may decline to lay down the absolute rule 
that ‘‘in every case failure to produce some profit to those who 
have invested their money in the building of a road is conclu- 
sive that the tariff is unjust and unreasonable, Reagan v. Farm- 
ers’ Loan & Trust Co., 154 U.S. 412, it is a conservative state- 
ment of the law to hold that a railroad may not increase the, 
rates upon a number of commodities solely because its real es- 
tate has risen in value... . , 
The trend of the highest judicial opinion would indicate that 
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we should accept neither the cost of reproduction, upon which 
the Burlington’s estimate of value is made, nor the capitali- 
zation which the Santa Fé accepts as approximate value, nor 
the prices of stocks and bonds in the market, nor yet the origi- 
nal investment alone, as the test of present value for purposes 
of rate regulation. Perhaps the nearest approximation to 
the fair standard is that of bona fide investment—the sacri- 
fice made by the owners of the property—considering as part 
of the investment any shortage of return that there may be in 
the early years of the enterprise. Upon this, taking the life 
history of the road through a number of years, its promoters 
are entitled to a reasonable return. This, however, manifestly 
is limited; for a return should not be given upon wastefulness, 
mismanagement, or poor judgment, and always there is present 
the present the restriction that no more than a reasonable 
rate shall be charged. 


§ 109. Connecticut Public Utilities Commission rejects actual 
cost in favor of reproduction cost, 1912. 

--In‘re fare charged by the Connecticut Company 
between Manchester and Hartford, decided March 7, 
1912, the Connecticut Public Utilities Commisssion re- 
jects the claim of the applicant that fair value for rate 
purposes should be based on actual cost rather than on 
cost-of-reproduction-less-depreciation. The actual cost 
was estimated at $325,000 while the present cost-of- 
reproduction-less-depreciation was fixed by the Com- 
mission at $900,000. The Commission says: 


We do not think that the original cost of construction, what- 
ever that may have been, the price paid for the line by the 
Connecticut Company, whether exorbitant or otherwise, or any 
inflated value for the issue of stocks or bonds are proper stand- 
ards to determine the value of the plant and equipment for 
which the company is entitled to receive a fair income, but 
that the cost of reproduction at the present time in this par- 
ticular case is a more accurate standard and the one which the 
Commission has followed in determining such value. 
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§ 148. Wisconsin Railroad Commission on availability for special use. 
144. Value of adjacent land increased by presence of terminal. 
145. Reproduction cost of land as affected by cost of hypothetical 
buildings. 


4. Methods of Appraising Land 
§ 146. Sales method defined. 
147. Sales method discussed. 
148. Sales method rejected in Minnesota Rate Case. 


1. TREATMENT OF APPRECIATION IN LAND VALUE 


§ 110. Trend of decisions and practice. 

In the valuations of railroads and other public utilities 
that have been actually used as a basis for rate making 
or public purchase, no case has been found in which land 
has not been taken at its present value rather than at its 
original cost to the company. ‘This is true of the general 
railroad appraisals for tax purposes in Michigan and Wis- 
eonsin and the railway appraisals for rate purposes in 
Minnesota and Washington, the valuation of street rail- 
ways for purchase and rates in Chicago and Cleveland, 
various valuations of waterworks for municipal purchase 
or rate regulation and the valuations of the Wisconsin 
Railroad Commission for rate regulation and public pur- 
chase. 

There are a few decisions that hold that fair value for 
rate purposes should be based largely on actual cost (see 
above, §§ 102-105) and under this theory land will of course 
be taken at original cost rather than present appreciated 
value. The weight of authority, however, points strongly 
to ‘‘present value” as the proper basis (see above, § 72) 
and ‘‘present value” has often been taken as practically 
equivalent to cost-of-reproduction-less-depreciation.. Un- 
der the latter theory land would naturally be included 
at its present market value unless good reason should 
appear for different treatment. But the decided cases that 
favor either actual cost or present value do not for the 
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most part discuss or consider the question in its bearing 
on appreciation of land. That question has not come up 
and been passed upon as a separate and distinctive dee 
ment in the valuation. 


§ 111. Consolidated Gas Case—Decision of District Jade 
Hough. 

In the New York City § 80 cent gas case! the iuestinn 
whether land should be included in a valuation for rate pur- 
poses at cost or at present appreciated value was considered 
at length. The testimony on behalf of the city indicated 
that the land, the present value of which was $11,985,435, 
originally cost about $3,539,000, thus showing an apprecia- 
tion of $8,446,000. Taking the book value of the mains, 
$7,852,151, and the book value of services, $1,212,071, 
which amounts were considered a liberal estimate of the 
cost of constructing the mains and the services, the value 
allowed by the court for mains and services shows an 
appreciation of $5,605,962. The appreciation of land, 
mains and services therefore amounts to $14,051,962. 
The briefs submitted by the city, the Attorney General 
and the Public Service Commission contended that in case 
of lands, mains and services, the original cost rather than 
the reproduction cost should be taken in the present case, 
otherwise the company would be permitted to earn inter- 
-est and profits on an enormous amount of increased value 
due not to the operations of the company but in the case 
of the land to the natural growth of the city and in the 
‘case of mains and services to the fact that the city at its 
own expense had built costly pavements over the mains 
of the company and to the fact also that since the laying 
of the mains the subsurface had become so crowded with 
other subsurface structures as to increase the present cost 


1 Consolidated Gas Co. v. City of New York, 157 Fed. 849, Decem- 
ber 20, 1907. 
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of laying mains. This contention was refuted in the 
report of the master and in the opinion of Judge Hough 
of United States Circuit Court. The arguments are best 
stated by District Judge Hough (at pages 854-856) : 


As to the realty, the values assigned are those of the time of 
inquiry; not cost when the land was acquired for the purposes 
of manufacture, and not the cost to the complainant of so 
much as it acquired when organized in 1884, as a consolidation 
of several other gas manufacturing corporations. 

It is objected that such method of appraisement seeks to’ 
confer upon complainant the legal right of earning a fair return 
upon land values which represent no original investment by it, 
does not indicate land especially appropriate for the manu- 
facture of gas, and increases apparent assets without increasing 
earning power. Analogous questions arise as to plant, mains, 
services and meters; the reported values whereof are the re- 
productive cost less depreciation, and not original cost to the 
complainant or its predecessors. 

It appears by undisputed evidence that some of these last 
items of property cost more than new articles of the same kind 
would have cost at the time of inquiry; that some are of designs 
not now favored by the scientific and manufacturing world, so 
that no one now entering upon a similar business would con- 
sider it wise to erect such machines or obtain such apparatus. 
In every instance, however, the value assigned in the report is 
what it would cost presently to reproduce each item of prop- 
erty, in its present condition, and capable of giving service 
neither better nor worse than it now does. As to all of the 
items enumerated, therefore, from real estate to meters, in- 
clusive, the complainant demands a fair return upon the re- 
productive value thereof, which is the same thing as the present 
value properly considered. To vary the statement: Complain- 
ant’s arrangoments for manufacturing and distributing gas are 
reported to be worth the amounts above tabulated if disposed 
of Gn commercial parlance) “as they are.’ 

Upon authority, I consider this method of valuation correct. 
What the court should ascertain is the “fair value of the prop- 
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erty being used’ (Smyth v. Ames, 169 U.S., at page 546, 18 
Sup. Ct., at page 434 [42 L. ed. 819]); the “present” as compared 
with “ original’ cost; what complainant “employs for the 
public convenience”’ (169 U. S., at page 547, 18 Sup. Ct., at 
page 434 [42 L. ed. 819]); and it is also the “value of the prop- 
erty at the time it is being used” (San Diego Land Co. »v. — 
National City, 174 U.8., at page 757, 19 Sup. Ct., at page 811, 
[43 L. ed. 1154]). And see, also, Stanislaus Co. v. San Joaquin 
Co., 192 U.S. 201, 24 Sup. Ct. 241, 48 L. ed. 406. It is impos- 
sible to observe this continued use of the present tense in these 
decisions of the highest court without feeling that the actual or 
reproductive value at the time of inquiry is the first and most 
important figure to be ascertained, and these views are amplified 
by San Diego Land Co. v. Jasper (C. C.), 110 Fed., at page 714, 
and Cotting v. Kansas City Stock Yards (C. C.), 82 Fed., at 
page 854, where the subject is more fully discussed. Upon 
reason, it seems clear that in solving this equation the plus and 
minus quantities should be equally considered, and appreciation 
and depreciation treated alike. Nor can I conceive of a case to 
which this procedure is more appropriate than the one at bar. 
The complainant by itself and some of its constituent com- 
panies has been continuously engaged in the gas business since 
1823. A part of the land in question has been employed in that 
business for more than two generations, during which time the 
value of land upon Manhattan Island has increased even more 
rapidly than its population. So likewise the construction ex- 
pense not only of buildings, but of pipe systems under streets 
now consisting of continuous sheets of asphalt over granite, has 
enormously advanced. 

The value of the investment of any manufacturer in plant, 
factory, or goods, or all three, is what his possessions would sell 
for upon a fair transfer from a willing vendor to a willing buyer, 
‘and it can make no difference that such value is affected by the 
efforts of himself or others, by whim or fashion, or (what is . 
really the same thing) by the advance of land values in the 
opinion of the buying public. It is equally immaterial that such 
value is affected by difficulties of reproduction. If it be true 
that a pipe line under the New York of 1907 is worth more than 
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was a pipe line under the city of 1827, then the owner thereof 
owns that value, and that such advance arose wholly or partly 
from difficulties of duplication created by the city itself is a 
matter of nomoment. Indeed, the causes of either appreciation 
or depreciation are alike unimportant, if the fact of value be 
conceded or proved; but that ultimate inquiry is oftentimes so 
difficult that original cost and reasons for changes in value 
become legitimate subjects of investigation, as checks upon ex- 
pert estimates or bookkeeping inaccurate and perhaps inten- 
tionally misleading. Cf. Ames v. Union Pacific R. R. (C. C.), 
64 Fed., at pages 178, 179. If 50 years ago, by the payment 
of certain money, one acquired a factory and the land appurte- 
nant thereto, and continues to-day his original business therein, 
his investment is the factory and the land, not the money origi- 
nally paid; and unless his business shows a return equivalent 
to what land and building, or land alone, would give if devoted 
to other purposes (having due regard to cost of change), that 
man is engaged in a losing venture, and is not receiving a fair 
return from his investment, 7. e., the land and building. The 
so-called ‘‘money value” of real or personal property is but a 
conveniently short method of expressing present potential use- 
fulness, and “investment”? becomes meaningless if construed to 
mean what the thing invested in cost generations ago. Property, 
whether real or personal, is only valuable when useful. Its 
usefulness commonly depends on the business purposes to which 
it is or may be applied. Such business is a living thing, and 
may flourish or wither, appreciate or depreciate; but, whatever 
happens, its present usefulness, expressed in financial terms, 
must be its value. 

As applied to a private merchant or manufacturer, the fore- 
going would seem elementary; but some difference is alleged to 
exist where the manufacturer transacts his business only by 
governmental license—whether called a franchise or by another 
name. Such license, however, cannot change an economic law, 
unless a different rule be prescribed by the terms of the license, 
which is sometimes done. Nosuch unusual condition exists here, 
and, in the absence thereof, it is not to be inferred that any 
American government intended, when granting a franchise, not 
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only to regulate the business transacted thereunder, and reason- 
ably to limit the profits thereof, but to prevent the valuation of 
purely private property in the ordinary economic manner, and 
the property now under consideration is as much the private 
property of this complainant as are the belongings of any 
private citizen. Nor can it be inferred that such government 
intended to deny the application of economic laws to valuation 
of increments earned or unearned, while insisting upon the 
usual results thereof in the case of equally unearned, and 
possibly unmerited, depreciation. 

I think the method of valuation applied by the report to land, 
plant, mains, services, and meters lawful. 


§ 112. Consolidated Gas Case—United States Supreme Court. 
On appeal to the United States Supreme Court the 
above position of District Judge Hough was approved. 
Justice Peckham in delivering the opinion of the court 
says: ¢ | 
And we concur with the . court alee in haldiae that the 
value of the property is to be determined as of the time when 
the injury is made regarding the rates. If the property, which 
legally enters into the consideration of the question of rates, 
has increased in value since it was acquired, the company is 
entitled to the benefit of such increase. This is, at. any rate, 
the general rule. We do not say there may not possibly be an 
exception to it, where the property may have increased so. enor- 
mously in value as to render: a rate permitting a reasonable 
return upon such increased value unjust to the public. How 
such facts should be treated is not a question now before us, a8 
this case does not present it. We refer to the matter only for 
the purpose of stating that the decision herein does not prevent 
an inquiry into the Se when, if ever, it should ben neces- 
sarily presented. caV OR 


§ 113. Wisconsin Railroad Commission. 
The’ Wisconsin Railroad Commission i in its various. ja 


_ 2 Willeox-v. Consolidated Gas Co., 212 U. S. 19, 52, 29 Sup. Ct. 192, 53 
LL. ed. 382, January 4, 1909. 
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uations for rate purposes has not questioned the justice of 
allowing the appreciation in land values. In State Journal 
Printing Co. v. Madison Gas & Electric Company, 4 W. 
R. C. R. 501, decided March 8, 1910, the Commission 
says (at page 579): 


_ It is true that such elements of value among those which 
have just been enumerated, as the natural increase in the value 
of land and such increases in other property as may be caused 
by rising prices of labor and material, may not be offset by 
-actual outlays on the part of the owners of such plants; that 
to include such items in the valuation may, in a sense, 
amount to a capitalization of unearned increments; and that 
there may be some question as to whether this is equitable as 
between company and consumers. , There is much, however, 
to be said on the other side of this question. That the law as 
well as our social system recognizes such gains in practically 
all other undertakings, is evident from the fact that rents and 
interest charges usually vary with the natural increase in the 
value of the property they cover. As the cost of reproduction 
of a plant usually plays perhaps the most important part in 
determining its value, it is more than likely that the owners 
would have to bear losses in case land and other property had 
depreciated instead of appreciated. It would seem only just 
that the rule should work both ways. . .. In view of these 
facts there would seem to be good ground, from both a legal and 
economic viewpoint, for giving such appreciations in value 
consideration in appraising public utilities. At any rate, we 
can not now see good reasons upon which to exclude these ele- 
ments from the appraisal of utility properties. 


§ 114. Committee of National Association of Railway Com- 
_ .. missioners, 1910. 

John C. Lawrence, a member of the Washington Rail- 
road Commission, speaks of appreciation as follows, in’ 
his report as chairman of the Committee on Railroad 
Taxes and Plans for ascertaining the fair value of railroad 
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property, to the twenty-second annual convention of the 
National Association of Railway Commissioners, 1910 
(Proceedings, page 141): : 


The increased value should be allowed in determining the 
cost of reproduction, new, if the elements entering into thé, 
cost of production have increased over original construction, 
to exactly the same extent as would be done in lowering values 
could the property be reproduced new at less than the original 
cost. Variation between actual cost and cost of reproduction is 
due to difference in unit cost of material and labor. It may be 
true that there will be a difference in the quantities used in éach 
determination. Insuch cases the original quantities would likely 
be greater, owing to line changes and invisible items of origi- 
nal cost which would not be allowed in estimating reproduc- 
tion. Not only is the railroad company entitled to the unearned 
increment to the same extent as other property owners, but 4 
failure to allow for such increment would be an injustice to a 
new competing line and would discourage competitive building. 
This is illustrated where a new company, in a given locality, say 
in a large city, would have to pay for necessary terminals 
several million dollars more than an older line with a similar 
amount of property, it being generally true to-day that the 
cost of securing right of way and terminals has greatly in- 
creased over former years. Other things being equal, in the 
process of rate regulation and competition, the rates charged 
by each being necessarily the same, if the older road were not 
allowed the increased value of its terminals to correspond with 
the new company, then its rates, based on the lower. value, 
would, by competition, govern the new road which would be 
deprived of reasonable returns on the value of its property. 
Such a policy of rate regulation would discourage competitive 
railroad building, under such conditions, although the existing 
line might not be able to properly care for the business offer- 
ing. 


§ 115. South Dakota Railroad Commission, 1910. 
_ In commenting on the appraisal of the railroads of the 
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state made by its engineer, the South Dakota Board of 
Railroad Commissioners says: ° 


While it may be true that much of the real estate upon which 
lines of railway have been built in this state was donated to 
the company, it is also true that the land so donated belongs 
_ to the company regardless of the fact that it was donated, and 
in fixing upon the value of this land it must be taken as of the 
date of the appraisal. The railway company is entitled to 
any increase in land values due to ordinary causes to the same 
extent as it is in the price of rails, ties, or any other physical 
item. 


§ 116. St. Louis Public Service Commission, 1911. 

In the valuation for rate purposes contained in a report 
of the St. Louis Public Service Commission to the Munic- 
ipal Assembly on rates for electric light and power, Feb-. 
ruary 17, 1911, the Commission included land at its 
present value rather than at its cost to the company. The 
original cost of the land was $414,240 and its present value 
as estimated by the Commission was $800,000. The 
company’s valuation of the land was $3,449,220. The 
Commission says (Report, page 33): 


In determining the value of the land owned and used by 
the Company and on which it is entitled to a fair return, it 
seems necessary, in order to be consistent, to follow the same 
rule as in the case of the other property of the Company, 
that is, to take its present value. And although this value 
may be more than the original cost of the land, yet, inasmuch 
as the land is used in serving the public, and if not so used 
could be realized upon by the Company at its present value, it 
seems only fair that this present value should be the basis for 
estimating the amount of return which the Company is en- 


8 Report of Carl C. Witt, Engineer to the Board of Railroad Commis- 
sioners of the State of South Dakota, containing the report of the appraisal 
of the railroad properties in the State with comments by the Board, dated 
November 15, 1910 (in 21st Annual Report, 1910, p. 27). 
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titled to earn. If the real estate should-have depreciated in 
value since its purchase by the Company, it follows that a 
return upon such depreciated value only would be allowed, as 
is done in the case of the other physical property of the Com- 
pany. This appreciated value is in the nature of a Beet re- 
invested for the use of the public. ; 


§ 117. Minnesota Railroad Rate Case, 1911. 

In Shepard v. Northern Pacific Railway Co., 184 Fed. 
765, 806, decided April 8, 1911, Circuit Judge Sanborn 
holds that: | 


The measure of the value of real estate is its market value 
for its most available use. 'There was uncontradicted evidence 
that the most available use of the terminal lands in Duluth, 
the use for which they were of the greatest value, was their.use 
for railroad purposes, that they were indispensable for those 
purposes, that the real estate dealers who testified to their 
values had fixed them originally in 1906, without regard to 
their value for railroad uses, and that since that time they had 
advanced in value from 15 to 25 per cent. Thus the proof is 
ample to sustain the addition to this 1906 estimate of the value 
of these lands of 25 per cent. thereof for railroad value, cost of 
acquisition, and consequential damages which the master al- 
lowed. 


§ 118. Interstate Commerce Commission —Problem discussed 
but not decided. 

The Interstate Commerce Commission in the case of 
Spokane v. Northern Pacific Railway Company, 15 I. C. 
C. R. 376, 414, decided February 9, 1909, considered 
but did not decide the question as to whether the in- 
creased value of railway right of way and terminals should 
be included in the fair value for rate purposes. In this 
case the Great Northern Railway Company estimated 
the value of its right of way and terminals at $87,000,000 
of which $55,000,000 was for terminals in ten cities. The 
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Northern Pacific Railway Company estimated the value of 
right of way and terminals at $107,000,000, $73,000,000 
of which was for terminals in eight cities. The following 
is from the opinion of the Commission: 


The practical importance of this question will be readily 
apprehended. The Northern Pacific Railway extends through 
a comparatively thinly settled portion of this country. In 
comparison with other sections land values along its line are 
small. Its lines penetrate no city which can fairly be called 
a great city. Nevertheless, the cost of its right of way equals 
almost one-third of the entire cost of reproducing that prop- 
erty. 

The original cost of this right of way to the Northern Pa- 
cific Company was insignificant as compared with the present 
valuation placed upon it. What of it was taken at the time 
of the original construction, cost practically nothing. Much 
of it was given by the Government for the purposes of a right 
of way, which, it should be noted, is entirely distinct from 
the land grant of the company. The terminals in Spokane 
are mainly located upon the right of way of the railway. They 
cost the railway nothing whatever, and they are extended in 
this statement at $7,000,000. 

A considerable portion of its terminal property in Seattle 
has been purchased within the last seven or eight years, but 
the prices paid for this were nothing like the values now placed 
upon it. It was said by one witness for the defendants that 
the terminals of the Northern Pacific and Great Northern in 
Seattle had appreciated within the last few years 150 per cent., 
and that portions of their terminal lands had increased within 
that time from 500 to 600 per cent. 

Whatever may be true to-day, in the comparatively near 
future the structures of the railways of this country will be 
less in value than the land upon which they stand, estimated 
as the value of the right of way has been estimated in these cases. 
Whether, under the laws and Constitution of the United States, 
our railroads can demand a return not only upon the money 
which has been actually invested in these properties, but also 

8 
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upon this value, which has grown from almost nothing to vast 
proportions without the expenditure of money or the assump- 
tion of risk, is a question of tremendous importance. 

Elaborate briefs have been submitted by counsel, at the 
request of the Commission, upon this question, but it does 
not seem profitable to discuss or decide it in this connection. 
We shal] assume, in disposing of this case, that the cost of 
reproduction is properly estimated upon the basis followed by 
these defendants, and that the item of value of right of way is 
to stand as a part of that cost, like any other item. 


The same question is discussed: at considerable length 
by the Interstate Commerce Commission in Advances 
in Rates, Western Case, 20 I. C. C. R. 307, 837-347, de- 
cided February 22, 1911. Commissioner Lane’s opinion 
is quoted at length above in § 108. The Commission holds 
that an increase in land value should not justify an increase 
in rates and apparently concludes that actual cost of land 
is the more equitable basis of valuation though there may 
be some doubt as to what will be determined to be the 
true legal basis. 


§ 119. Allowance of no return or a reduced rate of return on 
land. 

The theory has been advanced that in a valuation 
for rate purposes, real estate may be considered separately 
and allowed only such a return as together with the profit 
from appreciation will constitute a fair return on the 
investment in real estate. This theory is stated in the 
brief of the City of New York before the special master 
in the 80 cent gas case as follows: | 


The complainant is not only not entitled as against the 
consumer to include in the investment on which a return is 
to be based the appreciation on its real estate, the unearned 
increment, but it may be seriously questioned whether it is 
entitled to any return on its real estate investment at all. 
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One per cent., over and above the taxes, has been quoted as 
reasonable for a real estate investment (the consumer is pay- 
ing the taxes, as included in the operating expenses), and the 
suggestion is made in the following case that capital can be 
found to invest in real estate without return, except by ap- 
preciation. (Canty, J., in Steenerson v. Great Northern Ry. 
Co., 72 N. W. Rep. 713, at 718.) 


The master in his report brushes this argument aside 
with the statement that there is nothing in the proof 
to support the contention that capital can be found to 
invest in real estate without expecting a return therefrom 
except through appreciation.* This theory is not referred 
to in the opinions of Judge Hough or of Justice Peckham. 
Nevertheless it is common knowledge that the investor 
in urban land does look to future appreciation as well as 
to rents. He accepts a small nominal rate of return 
in the shape of current rents but supplements this in all 
calculations as to the adequacy of his profits by his esti- 
mate of the annual percentage appreciation in the value 
of his holding. An adequate return in the land holdings 
of public service corporations could justly be determined 
in exactly the same way. If it is found that the annual 
appreciation in land is 5% and that a fair rate of return 
to the company on the fair value of its property is 7%, 
then a net return of 2% plus this 5% appreciation is a fair 
return on the present value of the land. 


§ 120. Reduced return allowed on terminals—Minnesota 
Supreme Court, 1897. 
The case of Steenerson v. Great Northern Railway Com- 
pany, 69 Minn. 353, 72 N. W. 713, decided October 20, 
1897, involves the valuation of a railroad for rate purposes. 


4 Consolidated Gas Co. v. City of New York, Circuit Court of United 
States, Southern District of New York, Report of Arthur H. Masten, 
Master in Chancery, May 18, 1907. ; 
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In this case the cost of reproduction of railroad land and 
structures was made the basis of determining fair value. 
The reproduction cost of the terminals in St. Paul and 
Minneapolis amounted to about one-third of the total 
reproduction cost of the railroad. Inasmuch as the re- 
production cost of the terminal lands was determined 
by the market value of neighboring lands, which value was 
largely of a speculative character, the court determined 
that a net return of 214% on the terminal land consti- 
tuted an adequate return for an investment of that char- 
acter. Judge Canty, delivering the opinion of the court 
discusses this question at length. His discussion is in part 
as follows (at pages 718, 719): 


7. (2) Let us now consider what in these times is a reason- 
able income on $14,000,000, invested in these terminals, and 
$30,000,000, invested in the rest of the road. The great value 
of the real estate covered by these terminals is given to it by 
anticipating the future. Very little of this real estate is in or 
near to the business center of either city. Most of it is out- 
lying city property and suburban property. It is safe to say 
that other real estate similarly situated, in the same portions 
of St. Paul and Minneapolis, does not, on an average, yield 
an income of 1 per cent. per annum above the taxes on the price 
or valuation at which it is held; and there is, as a general rule, 
no use to which such property can be put that will cause it to 
yield any greater income. In fact, it is doubtful if the same 
area of other property along and around these terminals 
could, on an average, by any use to which it could be put, be 
made to yield an annual income of 1 per cent. on one-third of 
the valuation placed on these terminals. Again, it is safe to 
say that in ordinary times, at least, capital could readily be 
found to buy such property at its market value for the purpose 
of renting it for 1 per cent. per annum above the taxes on it. 
In fact, millions have often been invested in such property 
without any prospect of any income at all from it for many 
years, and undoubtedly such will be the case again. Such 
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real estate is valued, not on account of its present power to 
produce an annual income, but because it is believed that it will 
be still more valuable in the future. The owner of such prop- 
erty cannot expect to eat his loaf and still have it. He can- 
not expect that the property will pay a full-sized annual divi- 
dend, and at the same time double or treble in value every 10 
or 20 years. He expects his dividends to accumulate in the 
form of increase in value. Thus, according to the railroad 
company’s own showing in the present case, much the greater 
portion of the terminals which it now values at $14,000,000, 
were originally procured for the sum of $381,117. If this is 
true, the company has already realized some tremendously 
large dividends on these terminals. Again, if it and the owners 
of other property similarly situated have anticipated the future 
too much, and have set too high a value on their property, so 
that, in the opinion of the public, there is no prospect of any 
material increase in its value in the near future, that does 
not prove that the property should produce greater annual 
dividends. It simply proves that this property cannot be 
sold on the market for what they pretend to value it at, and 
that before sales can be made the price asked must be reduced, 
so that there will be a prospect of future increase in value suf- 
ficient to warrant investment, because the public, who fix the 
market price, do not and cannot expect that the annual income 
derived from such property will ordinarily be sufficient to 
pay interest on the investment. The market price of such 
property is not controlled, or, at most, is controlled only in 
part, by its power to produce immediate annual income. Again, 
the public, and not the court, must be the judge of whether 
or not such property will increase in value in the future, and, 
‘if so, how much. Whether the conditions warrant the opinion 
of the public in the matter is a question which the courts can- 
not go into, in such a case as this, any more than in many other 
eases where public opinion establishes market prices. And, 
where such property cannot be made to produce a reasonable 
annual income on the present market price of the same, it is 
clear that the public have anticipated a future increase in 
‘such market price. It is no answer to this argument to say 
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that the railroad company may not want to speculate, and is 
entitled to more definite, and perhaps more substantial, returns 
on its investment. It necessarily becomes a speculator when 
it invests in such property. It has so invested, and profited 
enormously by its speculations. The investments of a rail- 
road company in this class of property are no more sacred in 
the eyes of the law than the investments of private parties in 
the same class of property. For the purpose of determining 
what is a reasonable income to a railway company from its in- 
vestments in this class of property used for railroad purposes, 
we have a right to consider what is a reasonable income to pri- 
vate persons from their investments in the same class of prop- 
erty when used for private purposes. 

There is another consideration which, it seems to us, adds 
most conclusive proof that our position here is correct. The 
traffic on these railroad terminals will not bear any such exces- 
sive and unreasonable charges as it would be necessary to make 
in order to produce full-sized dividends on the enormous valua- 
tion placed on the terminals. In this case the cost of reproduc- 
ing the terminals is, as we have seen, one-third of the cost of 
reproducing the whole railroad system within the State. .. . 
Then, from all of these considerations, it is clear that where 
real estate outside of the business center, and in the outlying 
districts of a city, has been given a large speculative or pro- 
spective value, it cannot, whether used for railroad terminals 
or other purposes, be made, ordinarily, to produce a reason- 
able annual income on the investment, and the profits which 
are expected from such investments are not annual, but ac- 
cumulated profits, to be realized by future increase in value. 
Neither do these considerations deter railroad companies 
from investing liberally in such property. They, as well as 
other investors, have always been desirous of taking advantage 
of any such expected increase in value, and it has been quite 
common for companies having the means to acquire terminals 
in a growing city far beyond their present needs. - It is not nec- 
essary to determine here what rate of annual income on the 
cost of reproducing these terminals is the lowest which the court 
would uphold before declaring the rates fixed by the commission 
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confiscatory. But we are of the opinion that, exclusive of taxes, 
21% per cent. per annum is a liberal income on such cost, and 
that is as far as it is necessary to go for the purposes of this case. 


§ 121. Appreciation should be set off against depreciation. 

In the brief of the City of New York before the special 
master in the 80 cent gas case, the theory that appreciation 
in land if allowed should be set off against depreciation 
is set forth as follows (at pages 230, 231): 


That if the Court is going is allow the company apprecia- 
tion on its land and the paving over its mains and services, 
this should be set off against the claim of the company that 
it should be allowed depreciation on renewals and repairs 
equal to or greater than the 10.6 cents per thousand feet spent 
for that purpose during the last twenty-one years. . 

The above mentioned appreciation claimed by witnesses 
for the complainants, of $10,531,781.66, is 6.4 cents per thou- 
sand feet. Consequently, if the company is to be allowed by 
the Court to capitalize its appreciation, which averaged 6.4 
cents per thousand feet of sales during the last twenty-one 
years, then its net depreciation which had to be made up by 
repairs and renewals was not’ 10.6 cents, but only 4.2 cents. 
Since there is every reason to believe that real estate will con- 
tinue to grow in value as rapidly in the future as it has in the 
past, the probable need of funds to meet depreciation in the 
future will likewise be small, if the policy is to be sanctioned 
by the Court of allowing the company to capitalize apprecia- 
tion. 


The Consolidated Gas Company in its brief before the 
Circuit Court states that, as to the suggestion that ap- 
preciation should be offset against depreciation, this has 
in effect been done since from the cost-of-reproduction- 
new there has been deducted depreciation amounting 
to over $600,000. This is of course a small sum in com- 
parison with an appreciation of some $14,000,000 but it 
is contended that ‘‘if, through deterioration of localities 
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where complainant’s land is located, such land had become 
less valuable than its original cost, complainant would 
have lost instead of gained in the balancing of apprecia- 
tion and depreciation; and of course defendants would 
have insisted that this must be endured by complainant.” 
This argument does not, however, reach the contention 
of the city that if there is to be an allowance in the ex- 
pense account to cover future depreciation, that such 
allowance should in justice be reduced by. the amount 
of existing or anticipated annual appreciation. This 
contention was not discussed in any way in the opinion 
of the special master or of the court. The court allowed 
the company eleven cents on each thousand cubic feet of 
gas sold to cover future depreciation. 


§ 122. Appreciation treated as income. 

Accepting the rule laid down by the United States 
Supreme Court (above, § 112) that as a general rule land 
should be included at its present or appreciated value, 
the New York Public Service Commission for the First 
‘District has adopted a method of treating appreciation 
as income and thus neutralizing to a certain extent the 
effect of appreciating land values in the determination 
of a reasonable rate of charge. In re Gas and Electric 
Rates of the Queens Borough Gas and Electric Company, 
2P.8. C. Ist D. (N. Y.) —, decided June 23, 1911, 
Commissioner Maltbie discusses this problem as follows: 


Land differs from most property in that it generally ap- 
preciates in value, and the question has been raised, whether 
land should be included in ‘‘fair value’ in rate cases at its 
original cost or at its estimated value at the time the rate is 
to be fixed. It is well settled that other property should be 
taken at its then value, but it has been argued that in the case 
of land the original cost should be used. While it is evident, 
therefore, that each case must be decided upon the facts peculiar 
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to it, the Commission believes it proper in this case to follow 
the general rule, as stated by Judge Hough of the United 
States Circuit Court (Consolidated Gas Co. v. City of New 
York, 157 Fed. Rep. 855): 


Upon reason, it seems clear that in solving this equation the 
plus and minus quantities should be equally considered, and ap- 
preciation and depreciation treated alike. Nor can I conceive of a 
case to which this procedure is more appropriate than the one at 
bar. 


Thus, land has been taken at its fair value and not at its 
original cost, and the annual appreciation of land has been 
treated as a profit. By this method, all property is treated 
absolutely alike, as Judge Hough suggests. No difference is 
made, except that as depreciation represents a decrease in 
assets, it is placed as a debit against operation, while apprecia- 
tion is placed as credit because it is an increase in assets. Land 
has sometimes been treated like other property only to a degree; 
that is, each class has been appraised at its present worth or 
value. That has been done in this case. But if property is 
to be taken at its depreciated value where it has depreciated, 
an entry must regularly be made in estimated operating ex- 
penses equal to the average annual depreciation. Conversely, 
if land, or any other property which genuinely appreciates 
in value, is to be taken at its appreciated value, then an entry 
must be made in the estimated receipts equal to the average 
annual appreciation. Unless this is done, it is obvious that 
the consumer will be burdened with all the estimated decreases 
in assets but not credited with the increases in assets. If the 
principle laid down by the courts is to be followed in part, it 
should be followed in whole. 

It is suggested that the annual increase in the value of land 
which is treated as income is not actually received. Increase 
in the value of unoccupied land is not realized until sold or 
put into use, but it is real, nevertheless, although payment 
may be deferred. Likewise, payments to the depreciation 
fund are not actually expended; yet they have been considered 
legitimate charges in practically every case. Furthermore, 
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the annual increment is no more indefinite than the total in- 
crement—the present value. But if the present value can be 
determined, it is possible to determine past annual apprecia- 
tion with positive accuracy, for it is only a simple mathematical 
calculation. It is also probably as easy to estimate increases 
in the near future as it is to estimate what obsolescence, which 
is a form of depreciation, there will be in the future. 

Indeed, the problem of handling appreciation is much sim- 
pler than depreciation. If the property is growing more val- 
uable, the investor need not worry; and if the state recog- 
nizes his right to earn a fair return upon the increase, he is 
fully protected. It is not necessary that the increase be repre- 
sented by stocks or bonds, for if the earning power is there, 
he will receive a return thereon, regardless of the amount of 
securities. In fact, the existence of an increase which is not 
represented by securities is an element of safety, a reserve fund 
of a valuable kind. | 

There is a further similarity. The exact amount of de- 
preciation and the annual rate are not definitely known un- 
til the piece of property is actually replaced or has become 
useless. The total appreciation and the average annual rate 
are not known until the land is sold, but when it has been dis- 
posed of (and plants are continually being removed and the 
land sold), they become absolute certainties. Why should 
these matters be considered less definite when applied to land 
than when applied to the buildings thereon? The depreciation 
of the buildings is a charge against operation; why should 
not the appreciation of land be a credit? 

The entries in the preceding tables representing the increase 
in land have been carefully computed. It has been possible 
to ascertain the approximate cost of the land and the date of 
purchase. Having these facts, one may easily compute the aver- 
age annual rate of increase. The experts called by the com- 
pany and the Commission were also examined upon the present 
trend of prices. The estimated increases used in the above 
computations are believed to be conservative. 

Analyses have been made to determine the effect upon rates 
if the estimates of the real estate experts for the company 
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- were to be used throughout, and it has been found that the 
gas rate would be lowered a few cents and the electric rate a 
few tenths of a cent. 


Again in Mayhew v. Kings County Lighting Co., 2 P. 
S. C. Ist D. (N. Y.) —, decided October 20, 1911, Com- 
missioner Maltbie says: 


In determining the fair value of the property, the Com- 
mission followed the method of taking all property in use— 
land as well as plant—at its present value. Depreciable prop- 
erty was depreciated, and appreciable property (land was the 
only instance) was appreciated, that is, the present value of 
each class was taken. . . . This process was followed for every 
year considered and, in the case of future years, it involved an 
estimate of the amount of depreciation and of appreciation from 
year to year. The former was deducted from the fair value upon 
December 31, 1910, and the latter was added. In determining 
operating expenses year by year, an allowance to meet such de- 
preciation was included as a charge against income, for rates 
should be such that the consumption of capital may be offset 
by deductions from income. If these processes are correct, it 
follows that appreciation should be placed as a credit to the 
estimated income. It is indisputable that if depreciation is a 
debit, appreciation is a credit. 


§ 123. Appreciation treated as income for purposes of United 
States corporation tax. 

The United States Commissioner of Internal Revenue 
under date of December 15, 1911, issued a synopsis of 
decisions relating to the special excise tax on corporations.° 
These rules provide that profits realized on the sale of 
real estate and also appreciation in the value of unsold 
property if taken up on the books shall be included in 
the income of the corporation subject to a special excise 


®See Treasury Decisions, December 21, 1911, Vol. 21, No. 25, 
pp. 57-68. 
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tax. The following are abstracts from the Commission- 
er’s synopsis of decisions: 


43. Profits realized on sale of real estate during the year, 
also increase in value of unsold property, if taken up on the 
books of the corporation, to be included in income. 

62. In the case of lands bought prior to January 1, 1909, 
and sold during any subsequent year, the profits arising from 
such sale, if no accounting of increased value of land was made 
in returns for previous years, should be prorated in accordance 
with the number of years the land was held by the corpora- 
tion and the number of years the law was in effect. 

86. Where increase or decrease during the year in the value 
of real estate acquired in previous years, sold or held for sale, 
is taken up on the books and the rate cannot be accurately de- 
termined with respect to individual years, such increase or 
decrease may be prorated as provided by regulations in cases 
of sale of capital assets. 

96. In case of corporations whose business consists in part 
or wholly of mining, producing, and disposing of deposits of 
nature (ores, coals, gas, petroleum, and sundry minerals) the 
conduct of such business will be understood to comprehend 
two classes of gains or losses, viz.: 

(a) The gain or loss resulting from the sale of capital assets, 
i. e., either the increment, or the loss, arising through pos- 
sessing over a period of time the investment in the same. 

(b) The trading or commercial gain attached to the con- 
duct of the industry, the employment of working capital, the 
effort and risk involved. 


§ 124. Income method considered. 

The reproduction cost of structures and equipment 
fluctuates with changes in prices of labor and materials. 
The movement, however, is not one-sided. It is as 
likely to favor the consumer as the company. Experience 
has shown, however, that the general trend in city land 
values is toward Goreme Under the reproduction 
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theory the movement is therefore entirely one-sided. It 
is always to the advantage of the company. If the re- 
lations between the consumer and the company are to be 
based on equity it would seem that, accepting the re- 
production method in valuations for rate purposes, 
some exception should be made in the case of land. The 
company is entitled to a reasonable return on the property 
it devotes to a public use: but it is not equitably entitled 
to a reasonable return plus an additional return brought 
about by the appreciation of land. Such appreciation 
is clearly a part of the return that the company is receiving 
on its property. In treating the annual appreciation 
as so much income and permitting the company to earn 
a fair return on the present appreciated value of its 
property, the New York Public Service Commission 
has adopted a just and logical method. 


§ 125. Actual cost v. present value. 

The treatment of appreciation as income in a rate 
case is a necessary adjustment of the reproduction method 
to make it conform to fundamental principles of equity. 
Substantially the same result would be obtained but 
more directly and logically by making an exception 
of land and taking original cost instead of present value. 
As noted above (§§ 81-84) there is good authority for the 
rule that in applying the reproduction method, cost of 
reproduction shall be based on actual conditions under 
which the present plant was produced and not on present 
conditions. Carry this reasonable process a step further 
and the actual conditions can be assumed to include the 
actual conditions as to cost of land. Conceived in this 
way the reproduction method would still be true to at 
least one of the theories on which it is based and because 
of which it has received much of its authoritative support. 
The reproduction method receives much of its support 
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from the fact that it is difficult or impossible to determine 
actual cost owing to the complications arising from im- 
provements, reconstruction, and supersession and the 
absence or unreliability of construction accounts. There- 
fore the only satisfactory substitute is an estimate of 
replacement cost. But these difficulties do not arise in: 
connection with land values. It is not necessary, while 
adopting the reconstruction method for the determination 
of structural value, to apply it also to land in spite of 
the injustice to the consumer thereby produced. If, 
however, as is often the case, the theory of reproduction 
cost is based squarely on the investment that would 
be required at the present time to provide a given serv- 
ice, and this in absolute disregard of past investments, 
vested interests and equities of every kind, then of course 
land must be taken at its present value. (See above, §§ 70— 
75, 96.) But if this theory is adopted it will still be just 
to include the probable income from land appreciation. 
with other income in estimating returns under proposed 
rates. 


2. Cost oF REPRODUCTION OF RAILROAD RicuHt oF WAY 


§ 134. Reproduction cost same as present estimated con- 
demnation cost. . 

Usually in the general state railroad appraisals the 
value of land taken for right of way has not been limited 
by the market value of adjacent land. An allowance 
has been made for the higher price that the railroad 
would have to pay on account of damages to land not 
taken and on account of the fact that in condemning 
land for railway purposes the railway company is usually 
required to pay an amount in excess of market value. 
Certain instructions issued to appraisers by the Wis- 
consin State Board of Assessment in its valuation of 
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railroads for tax purposes in 1903 contain the follow- 
ing: 


The strip of land usually taken for railroad right of way is 
not generally along or parallel to the boundaries of the land. 
The proper construction of the road often makes access from 
the land on one side to the land on the other side more difficult, 
and such access at more than one crossing is often impossible 
on account of right of way fences, deep cuts, or high fills. 
The natural drainage is oftentimes interfered with. Roads 
and streets may be closed or changed. ‘The noise, smoke, 
danger, and inconvenience from the operation of railroads 
may not be distinct subjects of damage, yet in so far as they 
depreciate the market value of the remainder of the premises 
they should be considered. These considerations always make 
the right of way value more, oftentimes much more, than its 
market value for other purposes. 

To determine the value of the land in the present right of 
way, such lands must be deemed as belonging to the owners 
of the adjoining lands and to be acquired by negotiations with 
such owners or under the power of eminent domain, whereby 
the owners are entitled to just compensation for the land 
actually taken and for depreciation in the market value of 
the residue in consequence of the railroad crossing the part 
taken. In ordinary language, the inquiry will be first, what 
is the fair average market price per acre for ordinary pur- 
poses of the land taken, and second, how much is the depre- 
ciation in the saleable value of the residue of the parcel, lot, or 
tract with the buildings thereon from which the right of way 
is severed. The sum of the two items, first, the market price 
of the land taken, and the second item, depreciation in the 
saleable market value of the residue, will constitute the right 
of way value. 


§ 135. Multiples used in various state appraisals. 
In the Michigan railroad appraisal, 1900, it was es- 


6 Report Wisconsin Tax Commission, 1907, p. 274. 
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timated that railways would have to pay from two to 
two and one-quarter times the market value of adjacent 
property, and the estimated cost of reproducing the right 
of way was fixed accordingly. A fixed charge of $3 to 
$8.50 per acre was also added to cover expense of acquir- 
ing abstracts, recording deeds, etc. 

In the Wisconsin railroad appraisal the method used 
has been described by Chief Engineer Taylor as fol- 
lows: “ 


{n farming lands, small towns, and suburban and residence 
property, the right-of-way value was taken to be 250% of 
the market value for other purposes. 

In city property, the right-of-way value was taken to be 
138% of the market value for other purposes, where the land 
was owned in strips of 100 ft. width or less, and 110% of the 
market value for other purposes, where the land was owned in 
blocks, or in widths greater than 100 ft. 


This is still the general method followed in railroad land 
appraisals made under authority of the Wisconsin Rail- 
road and Tax Commissions. 

The Washington Railroad Commission, in valuing the 
Northern Pacific Railroad in 1908, states that in order 
to reproduce the right of way, it would be necessary to 
pay prices ranging from the actual market value of the 
land to 500% in excess thereof and that this fact was 
considered by the Commission in fixing the reproduction 
cost of railroad land. In the Texas Railroad appraisals 
very little allowance was made on account of added cost 
for railway purposes, but Chief Engineer Thompson states 


7 Discussion of paper by R. A. Thompson on ‘Valuation of Railroad 
Property,’”’ published in Transactions American Society of Civil Engineers, 
Vol. 52, p. 360 (1904). 

§ Finding of fact No. 33, in second and third annual reports, Railroad — 
Commission of Washington, 1907-1908, p. 157. 
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that a certain percentage was added to the actual market 
value of land to cover damages to abutting property 
owners.’ 


§ 136. Minnesota Appraisal and Rate Case. 

Dwight C. Morgan, engineer in charge of the Minne- 
sota railroad appraisal, holds that on an average the 
Minnesota railroad companies are required to pay for 
right of way three times the true value of lands taken.” 
He estimates the total true value of land for right of way 
and station grounds, but excluding city terminals, at 
$8,374,125, and allowing for increased cost to the com- 
pany he estimates the reproduction cost at $21,190,211. 
The Minnesota Railroad and Warehouse Commission, to 
whom Mr. Morgan submitted his report, disagreed with 
Mr. Morgan in his contention that the reproduction 
cost should necessarily be taken as the value of railway 
land. The Commission would go no further than to 
admit that the company should be allowed the actual 
cost to it of the land even though such actual cost was 
in excess of the market value of adjacent land. A com- 
pany may have purchased its right of way when land 
was very cheap or the right of way may even have been 
granted by the government. The Commission argues 
that it is certainly unjust not only to appraise the right 
of way at a value based on the present enormously in- 
creased value of adjacent land but even to double or 
treble such value on the theory that if the railroad were 
now exercising the right of eminent domain it would 
have to pay this increased price. The: Commission says: 
‘““It seems to us after a full consideration of this subject 

® “Method Used by the Railroad Commission of Texas in Valuing Rail- 
road Properties,” by R. A. Thompson, Transactions American Society of 
Civil Engineers, Vol. 52, pp. 328, 361 (1904). 


10 Annual report, Minnesota Railroad and Warehouse Commission, 1908, 
pp. 27-36. 


9 
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that the term ‘cost of reproduction’ could never have 
been used by the courts in a sense which would permit an 
entirely imaginary and artificial value to be placed upon a 
property actually owned and in the possession of the 
railway company.” The Commission issued orders based 
on the above valuations for the reduction of railroad 
rates. The validity of these orders and of certain acts 
of the legislature reducing rates was questioned in a 
proceeding before the United States Circuit Court. 
Judge Otis, Master in Chancery, in his report of Sep- 
tember, 21, 1910, states that witnesses for both par- 
ties usually used a multiple of three in appraising the 
reproduction cost of railway right of way. Circuit 
Judge Sanborn in approving the report of Judge Otis 
says: 1! . 


But the evidence in this case is conclusive, nay, we may 
say it is without conflict, that every railroad company is com- 
pelled to pay more than the normal market value of prop- 
erty in sales between private parties for the irregular tracts 
it needs and acquires for rights of way, yards, and station 
grounds. The defendants’ witness, Mr. Morgan, testified 
that in his opinion the companies necessarily paid three times 
the normal value for the lands outside of the terminals in the 
three cities and 75 per cent. more than the normal value for 
their terminals within those cities. The master in effect found 
that the cost of reproduction and the present value of the lands 
for the terminals in the three great cities, including therein 
all cost of acquisition, consequential damages, and value for 
railroad use which he allowed, was only about 30 per cent. more 
than the normal value of the lands in sales between private 
parties. He found the value of the lands outside the terminals 
to be only twice their normal value. Findings of lower values 
would have been contrary to the great weight of the evidence 
and without substantial support therein. 


11 Shepard v. Northern Pacific Railway Co., 184 Fed. 765, 806, April 8, 
1911. 
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§ 137. South Dakota appraisal, 1910. . 
Engineer Carl C. Witt in his report on the appraisal 
of the railroads of South Dakota says: !” 


It is a well-known fact that the price paid for land to be used 
for railway purposes on account of damage to the remainder 
of the property is several times the farm value. After an in- 
vestigation of the prices paid for right of way by the M. D. 
& P. R. R. and the C., M. & St. P. Ry. for extensions in this 
state in 1906 and 1907 and an investigation of the results ob- 
tained by investigations made in Minnesota, Wisconsin and 
other states by various taxing and appraising bodies and also 
of the sale of public lands in this state and other states for 
railway purposes, it was determined to use a multiple of 250% 
throughout the state, both for property for station grounds 
and right of way, the average outside of towns being some- 
what higher and inside of towns somewhat lower. 

This question of multiple value for railway property is one 
that must be handled with great care, particularly in large 
terminals, and requires a separate investigation for each case 
to avoid vicious results. Fortunately there are no very large 
terminals in this state and it is the belief that 250% is a fair 
average multiple. 


§ 138. Justification of use of multiples. 

In justification of including percentages or multiples 
to cover all items entering into cost of reproduction 
of right of way, Henry Earle Riggs in a paper before the 
American Society of Civil Engineers, January 4, 1911, 
says: 18 


12 Report of Carl C. Witt; Engineer to the Board of Railroad Commis- 
sioners of the State of South Dakota, containing the report of the appraisal 
of the railroad properties in the State with comments by the Board, dated 
November 15, 1910. (In Twenty-first annual report of the Board of 
Railroad Commissioners, 1910, p. 31.) 

_. 18 “Valuation of Public Service Corporation Property,’’ by Henry Earle 

Riggs, in Proceedings American Society of Civil Engineers, November, 

1910, pp. 1869, 1428. 
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In building a new railroad, engineers prepare their esti- 
mates of cost, including grading, rail and fastenings, ties, 
bridges, and, among other items, right of way. Their clients 
provide funds to build the line, and furnish, among other 
items, cash for the right of way. The right-of-way account 
in no wise differs from that of any other item of physical cost. 
The right. of way, with all its hold-ups, items for damages, 
court. costs, legal expenses, bills for personal services and ex- 
penses in securing it, abstracts and recording of deeds, is just, 
as much an element of physical cost as the rails. The cost of 
acquiring the right of way is as proper an element as charges for 
inspecting the rails, freight charges on them, the loading and 
unloading, or any other charges that enter into the cost, of 
rails delivered to the track-laying contractor. 


R. A. Thompson in discussion of the above paper by 
Mr. Riggs, criticises the use of large multiples as fol- 
lows: 14 


The writer’s experience as appraising engineer for more than 
10 years with the Texas Railroad Commission, and for the 
past 2 years as a construction engineer—having built about 160 
miles of railroad in Oklahoma and Texas—confirms his belief 
that, in the absence of actual figures of cost, right of way and 
other railroad real estate should be appraised at but little 
in excess of the market value of abutting property. The prac- 
tice of the Texas Commission has been to add from 25 to 50 
per cent. The conditions under which railroads were built in 
Michigan, Wisconsin, Iowa, and Minnesota cannot have been 
radically different from those in the Southern and Western 
States. In Texas it has been a rare instance when a railroad 
has had to purchase all of its right of way. Also, contiguous 
lands have greatly increased in value since the advent of the rail- 
roads. It would appear highly illogical to advocate that these 
increased values should be multiplied by 3—or even 1144—and 
used as a basis for taxing the railroads on the one hand, or tax- 


4 Proceedings American Society of Civil Engineers, January, 1911, 
p. 128. 
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ing the public on the other, by permitting indebtedness to be 
issued against it, the interest on which the latter must pay. 
The railroad recently constructed by the writer traversed fer- 
tile and thickly populated areas, already quite well served 
with transportation facilities. Only a small fraction of the nec- 
essary real estate was purchased by the railroad company, and 
only in a few cases of such purchase did it pay largely in excess 
of the market value of the land—and these were where the road 
interfered with houses and other farm improvements. In 
cities and towns, land was acquired at practically its fair 
market value. For rural property, the ratios used by Pro- 
fessor Taylor in the Wisconsin appraisal appear to be quite 
fair, but in cities they are too high—especially for the South- 
west. The Minnesota ratios appear to be unreasonably high. 


§ 139. New York Appellate Division rejects use of multiples 
in tax case, 1911. 

People ex rel. New York, Ontario & Western Railway 
Company v. Shaw, 148 App. Div. (N. Y.) 811, 128 N. Y. 
Supp. 177, decided March 8, 1911, is a case involving the 
assessment of railroad right of way in a New York tax 
district. Reproduction cost was accepted as the measure 
of value for the purposes of this case. In valuing the 
land the court rejected the proposed allowance for ab- 
stracts and condemnation proceedings and for a valuation 
of the land at three times the value of adjacent lands. 
Judge Kellogg in delivering the opinion of the court says 
(at page 814): 


The court disallowed the $1,000 item for procuring abstracts 
and for condemnation proceedings, etc., upon the ground that 
it was speculative, and that there is no proof that condemna- 
tion proceedings would be necessary. It does not appear from 
how many owners the different parcels of land were taken, 
and there is no real basis upon which this item may be com- 
puted. . . . The decision of the court upon the merits is sat- 
isfactory until we approach the item of $15,000 for land, which 
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is conceded to be three times the actual value of the land it- 
self. Experience indicates that probably land through an 
agricultural country served by no railroad would be given 
gratuitously or upon reasonable terms for a right of way for . 
a branch line like this. It is not fairly within probabilities 
that the farmers whose lands are to be taken and who are to 
be given the privileges of a railroad would expect additional 
damages over and above the actual value of the land taken. 
The evidence upon the subject is purely speculative. I think 
the $10,000 over and above actual value is not part of the © 
reproduction cost, and its allowance is not sustained by the 
evidence or the facts in the case. It should, therefore, be 
disallowed. 


3. Cost oF REPRODUCTION OF TERMINAL LAND 


§ 140. State railroad appraisals. 

In the Washington railroad Chortisel: the Commission 
determined the present value of terminal lands by hear- 
ing the testimony of real estate experts as to their opinion 
of present values and as to.present cost of acquiring such 
land for railway purposes. It has been stated that the 
Washington Railroad Commission attempted to estimate 
the cost of these lands if taken at present under condemna- 
tion proceedings. 

In the Michigan railroad appraisal of 1900, the ap- 
praisal of railway land in Detroit, Grand Rapids, Sagi- 
naw, Bay City and some other large cities was assigned 
to special appraisers who examined the property and 
conferred with real estate men and experts in values.’> — 

In the Wisconsin and Minnesota ‘railroad appraisal 
the sales and assessment method was used in appraising 
terminal land. In Wisconsin, terminal lands were usually 

15See Henry Earle Riggs, ‘‘Valuation of Public Service Corporation 


Property,” in Proceedings American Society of Civil Engineers, Novem- 
ber, 1910, p. 1420. 
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appraised at 110 per cent of the market value of adjacent 
lands as determined by this process (see § 1386). 


§ 141. Minnesota appraisal and rate case. 

In Minnesota, Mr. Morgan, engineer in charge of the 
Minnesota railroad valuations, estimated that on an 
average, the Minnesota railroad companies have been 
required to pay for railway terminals in large cities from 
one and one-quarter to one and three-quarters times the 
true value of the land for other purposes. He estimated 
the value of terminal lands without the multiple for special 
railway cost at $32,901,134 and with the multiple added 
at $52,011,546. The Minnesota Railroad and Warehouse 
Commission to whom Mr. Morgan submitted his report, 
declined to allow the use of these multiples in their valu- 
ation of railway terminals.'* When the rates made by 
the Minnesota Commission and by the Legislature came 
before the courts the engineer testifying for the state 
before the special master stated that his valuations of 
terminal properties in St. Paul, Minneapolis and Duluth 
were based on the sales and assessment method and that 
to the valuation as thus found he added 75 per cent, 
as he considered that railroad companies were on the 
average required to pay 75 per cent in excess of the market 
value for such properties. The valuations as testified 
to by the engineer for the state were, however, much 
lower than the valuations made by certain real estate 
experts employed by the railroads. Their valuations were 
based on value for railway purposes which was consider- 
ably in excess of estimated value for’ business purposes. 
Judge Otis, master in chancery, in his report of Septem- 
ber 21, 1910, declined to give weight to the assessment 
and sales method in determining terminal values. He 


16 See Annual Report, Minnesota Railroad and Warehouse Commission, 
1908, p. 13. 
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accepted the appraisals made by. the real estate experts 
for terminals in St. Paul and Minneapolis, with an ad- 
dition of 5 per cent to cover cost of acquisition and con- 
sequential damages. As to Duluth, however, the master 
considered that the appraisers had been too modest in 
fixing their valuations and seemed to have adjusted them 
with reference to the adaptability of the property for 
general business enterprises and not to have taken into 
consideration their special and increased value for rail- 
road purposes. He accordingly increased their appraise- 
ment by 25 per cent. | : 


§ 142. Minnesota Rate Case—Availability for railroad pur- 
poses enhances value. 

Judge Otis, in his report of September 21, 1910, states 
that the topography of the lands through which a railroad 
is projected has much to do with their availability for 
railroad purposes and that such availability necessarily 
and properly enhances their value for which the owner 
is entitled to compensation. Consequently, lands thus 
favorably situated for railway terminal purposes may 
have much greater value than adjoining properties. He 
says (Shepard v. Northern Pacific Railway Company, in 
equity, Report of Charles EK. Otis, special master in 
chancery, United States Circuit Court, District of Minne- 
sota, Third Division, September 21, 1910, §§ 69, 70): 


While it is true that the highest value of these terminal 
properties is their adaptability for railroad purposes and they 
must be acquired in a continuous tract suitable and convenient 
to meet the demands of the business and traveling public, thus 
largely enhancing their value, yet it is not true that these values 
for such purpose are limited only by the needs of the company 
and upon the theory that it must have the property or abandon 
the enterprise. It is not the needs of the company but the 
peculiar fitness and adaptability of the property for railroad 
purposes which gives it an enhanced value—often very much 
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greater than for any other purpose. The fact that there is 
other property equally available in the immediate vicinity, 
that a line of road of substantially the same efficiency and 
answering a like purpose can be secured by changing its course 
or the location of terminals may be properly taken into con- 
sideration as bearing upon railroad value. While it is true 
that in these cases these particular terminals and rights of way 
are the subject of valuation, and no other, still such valuation 
must not be based upon the assumption that the companies 
must have them at any price and must pay anything the owner 
sees fit to exact, but should be determined and controlled, 
as far as may be, by a survey of the whole situation, and com- 
parisons, where they can be made, with other properties which 
are in like manner available. 

The right of eminent domain is given to the company for 
the purpose of preventing the property owner from taking 
advantage of the necessities of the company as to any particular 
tract. While it is intended to secure to him its full and fair 
value for any purpose for which it is best adapted—and to this 
end an appeal is given to the courts from unrighteous awards— 
we are not to lose sight of the fact that railroads must be con- 
structed along continuous lines and that the topography of 
the lands through which the lines are projected has much to 
do with their availability for railroad purposes and that such 
availability necessarily and properly enhances their value, for 
which the owner is entitled to compensation, and so it comes 
about that properties so available and favorably situated 
for the purpose have a much greater value than other adjoin- 
ing or adjacent properties not so conditioned. 


The position taken by the special master was sustained 
by Circuit Judge Sanborn in Shepard v. Northern Pacific 
Railway Co., 184 Fed. 765, 806, decided April 8, 1911 
(quoted above, § 137). 


§ 143. Wisconsin Railroad Commission on availability for 
special use. 5 
That peculiar availability for the special purpose for 


138 VALUATION [$144 


which it is used gives added value for rate valuation pur- 
poses to land owned by a public service corporation is 
apparently denied by the Wisconsin Railroad Commission 
in a case involving a valuation of a gas and water plant 
for rate purposes: 1” 


The respondent has objected to the tentative valuation of 
the land, claiming that its peculiarly favorable location for 
the use to which it is put is an additional element of value. 
The testimony shows that the only available water supply 
of Ripon is obtained from an underground stream which is 
tapped by respondent’s wells.. The ground in question, on 
which such wells are located, is on the lowest point over such 
underground stream, or where the stream can be reached with 
the least excavation, and that to tap the stream at any point 
away from respondent’s location would entail an additional 
expenditure for excavation to the amount of from $3,000 to 
$6,000 which, it is claimed, should be added to the present 
value. . . . The stockholders and the public, in the case of 
a public service corporation, are entitled to demand from the 
management that degree of judgment and foresight which 
is to be expected from men entrusted with the expenditure of 
such large sums of money in investments of a permanent char- 
acter. Expenditures incurred in making a wise selection or 
an increased price because of favorable features are properly 
chargeable to capital. It does not follow that the exercise of 


such intelligence as is reasonably to be expected under the ~ 


circumstances should be capitalized. No facts have been pro- 
duced which, in the light of the above discussion, should call 
for an increase in the value of the land for the purpose of pass- 
ing on the questions in issue. 


$144. Value of adjacent land increased by presence of 
terminal. 

John Earl Baker, in the Journal of Accountancy for Au- 

gust, 1909, argues against the method that has usually 


City of Ripon v. Ripon Light and Water Co., 5 W. R. C. R. 1, 12, 
March 28, 1910. 


; Can 
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been employed in the valuation of railway terminal 
lands. He contends that the reproduction value of ter- 
minal land should not be based on the locations imme- 
diately adjoining the terminal. Locations immediately 
adjoining the terminal are much sought after for certain 
uses and consequently the market price is apt to be much 
higher than that of surrounding land which has not been 
affected by the location of the terminal. Because the 
adjoining locations are valued so highly, it does not follow 
that the terminal land has a similar value. In case of the 
removal of the existing terminal and the sale of the 
terminal site it would not bring the price at which ad- 
jacent property is now selling and such adjacent prop- 
erty would itself decline in value. He contends that: the 
value to be placed on the terminal land is the value that 
the land would have if the terminal were not present. 
Mr. Baker says (at pages 240-246): 


Locations adjoining a terminal are much sought after by 
factories, wholesale houses, elevators, and warehouses, be- 
cause such access saves drayage, expedites shipments, and 
makes it possible to handle some heavy kinds of goods which 
otherwise could not be bought or sold at all. . . . Because this 
adjoining space is valued so highly, appraisers have considered 
that the terminal spaces have a similar value. But this con- 
clusion does not follow. Mark you, the competition is for the 
space adjoining the terminal, not for the space which the ter- 
minal occupies. Business houses do not want to supplant the 
terminal. Not at all. They want it to stay right there. What 
they want is simply to be next to the terminal. Suppose the 
terminal attempted to sell the whole area it occupies. It is 
very clear that unless some other very potent influence were 
brought to bear on the situation, no such prices could be ob- 
tained for the whole or any part as are paid for the bordering 
properties. . . . The value which should be allotted to ter- 
minals is not what it would cost to buy up these feverishly com- 
petitive fringing properties, but what the land would be worth 
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if the terminal and its satellites were not present. . . . What 
the cost would be to a new company to build a terminal beside 
the one to be valued, or to the present owner to make exten- 
sions or enlargements, has nothing to do with the values of 
lands which are owned now. In the first place an invading 
company would never build a terminal alongside of the old 
resident. It is far better business to build in a less expensive 
section and wait for the business to come to it, which it always 
does in time. . . . If the old terminal does make the enlarge- 
ment, of course its actual investment should be given full 
weight, 


The author goes on to state that in case during the history 
of a terminal there have been several enlargements so 
that the entire terminal if now valued on the basis of 
other-use-with-the-railroad-absent would show less than 
actual cost, that this condition should be recognized and 
the valuation so fixed that it will at least represent the 
actual cost of the terminal to the company. The author 
concludes (at page 249) that unless his method of valuing 
terminal land is adopted: 


The only other avenue of escape from increasing rates is 
for government to take the other horn of the dilemma and 
deny the use of any value except that of the original cost—the 
few hundred dollars instead of the many millions. Indeed this 
procedure is seriously proposed. Using the argument of Alfred 
Crozier in the Magnet some declare, “eminent domain is a 
loan of governmental power . . . instead of a grant of prop- 
erty. .. Any extra value or profit received by the corporation 
as a result of exercising that borrowed power must belong to 
the public—not to the.corporation.” Anything beyond a 
fair interest rate upon the funds actually invested must there- 
fore go to the public in the form of increased service or lower 
rates. The “unearned increment” is not to be divided, but is 
to go entirely to the public, for the railroad is discharging a 
public function as the agent of government, and railroad share- 
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holders are duly compensated by a fair return upon their in- 
vestment. 


It should be noted with reference to Mr. Baker’s argu- 
ment, that the influence of railway terminals is not 
necessarily one of appreciation in the value of adjoining 
property. In some cases adjoining property is seriously 
depreciated in value. A given terminal may appreciate 
certain adjoining property and depreciate other adjoining 
property. Residence property will usually be depreciated. 
A similar question arises in the valuation of a gas plant 
with reference to the present value of land occupied by 
gas holders. Neighboring property is often depreciated 
by the existence of a gas holder. This being so, should 
the value of the land occupied by the holder be based on 
the present value of adjacent land or on the increased 
value that such land would have if the holder were not 
there? 


§ 145. Reproduction cost of land as affected by cost of hy- 
pothetical buildings. 

Re Metropolitan Street Railway Reorganization, 3 
P. 8. C. Ist D. (N. Y.) 118, decided February 27, 1912, 
is an application for the approval by the New York Public 
Service Commission for the First District of an issue of 
securities subsequent to reorganization. As to the value 
of the land, the applicants submitted appraisals by their 
experts as to the land alone, on the assumption that there 
were no buildings upon the property and that the land 
was about on a level with the street, and separate “ cost- 
to-reproduce”’ valuations of the buildings in fact on the 
property, on the assumption that the buildings were to 
remain for many years, until their usefulness for street 
railway purposes should cease. The applicants contended 
that the valuations should be based on the assumptions 
(1) that the applicants’ street railway system did not 
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exist but that the city were otherwise as it is to-day; 
(2) that an imaginary company starting in under such 
circumstances would seek to duplicate the system which 
the applicants in fact have; (8) that it would want, for 
car storage barns and similar purposes, the exact parcels 
now owned by the applicants’ system, even though the 
parcels still used by the applicants’ system for such 
purposes are located in highly developed and valuable 
areas; (4) that upon every such parcel the imaginary 
carrier starting anew would find buildings similar to those 
now surrounding the property; (5) that it would proceed 
to tear them down and erect other buildings on the land, 
the value of the land itself to be added to the reproduction 


cost of the buildings torn down and the reproduction cost 


of the buildings now in fact maintained on the land by the 
applicants’ system, to arrive at the fair present value 
of the land and buildings. The applicants presented no 
data showing that when the land was actually acquired, 
buildings were in fact torn down. The Commission did 
not accept this theory of land valuation. The Com- 
_mission says (at pages 139, 140): 


The theory is clear. The applicants assume that the Metro- 
politan system does not exist, that otherwise the city is as it 
is to-day, that an imaginary company starts in to duplicate 
the existing system, that it would want the exact parcels now 
owned by the Metropolitan system, that upon every parcel it 
would find buildings similar to those now surrounding the 


property, and that it would proceed to tear them down and 


erect other buildings on the land. 

There are several violent assumptions in this list, but one 
illustration will suffice. The Metropolitan Company owns a 
whole block bounded by Fourth and Lexington Avenues, and 
32d and 33d Streets. North and west of this block stand the 
Seventy-first Regiment. Armory, the new Vanderbilt Hotel 
and the Park Avenue Hotel. South and east are apartments, 
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stores, warehouses, etc. Mr. Wheelock estimates the market 
value, plus cost of acquisition, of the land in the block at 
$1,680,000, and at the request of counsel adds $340,000 to rep- 
resent the cost of buildings like those just mentioned which 
it is assumed would be razed to make way for a one-story car 
_ barn; and counsel asks that the Commission find the fair value 
of the land in this one block to be practically $2,000,000.!8 In 
another instance, the imaginary buildings are said to in- 
crease the ‘‘value” of the land by over 50 per cent. of what is 
acknowledged to be its fair value as between a willing buyer 
and a willing seller. 

If this theory be sound, then when the block comes to be 
entirely surrounded with buildings of fifteen or twenty stories 
(that is the tendency in that district), the capitalizable value 
of that land will be not only the fair market value of the land 
itself, but that value plus the cost of these ten, fifteen or twenty- 
story buildings, upon the assumption that ‘such buildings 
would be cleared off.’”’. The company could then with equal 
propriety appear before the Commission and ask that securities 
be authorized for the difference between the estimated cost of 
the surrounding buildings at present and the cost of the taller 
buildings then existing. 

The Commission does not accept any such theory as proper 
or as affording the basis for determining the reasonable value 
of the land, and no precedents or court decisions have been 
cited to support it. It should be noted, also, that the ap- 
plicants have not presented any data from the records of the 
company to show that when the land was actually acquired 
buildings were torn down. If a company were forced to make 
such expenditures, they might be charged to capital subject, 
perhaps, to amortization in part, but that is not the situation 
at present. No such facts have been shown, and the question 
is not what might be done to increase expense, but what is the 
present reasonable and fair value of certain real property—not 
including imaginary buildings. 

18 It should be noted that the imaginary improvements to be purchased 


and thrown away are not valued at their scrap value but as commercial 
- enterprises. 
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4, Mrtruops or APPRAISING LAND 


§ 146. Sales method defined. 

In ordinary land appraisals the customary method has 
been to secure the opinion of local real estate experts in 
regard to the value of a particular piece of land. The 
sales method or the sales and assessment method has been 
used in certain public utility valuations. Thesales method 
was used partially in the Michigan Railroad Appraisal of 
1900 and 1902. It was used in the Wisconsin Railroad 
Appraisal of 1903 and in the Minnesota Railroad Ap- 
praisal of 1907. The Wisconsin Railroad Commission has 
made use of it in a number of public utility valuations. 
It has been described as follows by W. D. Pence, Engineer 
of the Wisconsin Railroad Commission: 1° 


The sales method may be defined as a plan or process for 
the systematic collection and comparison of data relating to 
real estate transfers for the purpose of estimating true mar- 
ket realty values. It consists in a study of the transfers of 
neighboring property having conditions or characteristics 
similar to the land whose value is to be determined, and is in- 
tended to duplicate, as nearly as may be, the mental or judi- 
cial processes ordinarily employed by the so-called “local real 
estate expert,” with a view to arriving at results approximat- 


ing those which would be reached by such local expert acting 


without bias or suggestion. The sales method is capable of 
application in a variety of ways; in fact, is as flexible in its pos- 
sible applications as are the varied methods employed by in- 
dividual local experts. Two interpretations of the sales method 
have been most commonly employed. In one of these the area 
and consideration in each sale of similarly situated land is 


found, and the average unit price (per square foot, per foot - 


frontage, per lot, per acre, etc.), ascertained, and this unit 
applied to the tract under investigation. The other appli- 


1? See State Journal Printing Co. ». Madison Gas and Electric Co., 4 
W. R. C. R. 501, 528, March 8, 1910. 


I 
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cation of the method introduces what, in many cases, is be- 
lieved to be an additional safeguard, consisting of the use of the 
average assessed value of adjacent or similarly situated lands, 
in combination with an average ratio or percentage repre- 
senting the relationship of the assessed value of transferred 
lands to the total consideration paid for such transferred lands 
in the district or locality under consideration, all of these figures 
being based on the ‘‘ground values’’ exclusive of the improve- 
ments thereon. Such use of assessment figures is designed to 
introduce, as far as may be, the results of the judicial proc- 
esses of the assessor who, at least in theory, serves on behalf 
of the public as an unbiased expert in the matter of relative 
valuations, and who attempts to make allowance for the 
peculiar attributes or characteristics of individual parcels 
of real estate in any given locality or neighborhood of a city. 
In the broader and more flexible applications of the sales 
method, the expert adopts one or the other of the processes 
just outlined, or blends the two together in such fashion as 
to yield the most consistent and trustworthy final result. 


§ 147. Sales method discussed. 

The sales method is discussed by Dwight C. Morgan, 
in his report to the Minnesota Railroad and Warehouse 
Commission, on the Minnesota Railroad Appraisal of 
June 30, 1907. Mr. Morgan states that particulars and 
detailed information as to the sales method may be found 
in an address by T. A. Polleys, Tax Commissioner of the 
Chicago, St. Paul, Minneapolis and Omaha Railroad, and 
in a paper by Prof. T. 8. Adams, in the Proceedings of the 
Minnesota Academy of Social Science, Vol. 1, 1907. The 
sales method in relation to the Michigan Railroad Ap- 
praisal is discussed at length in a paper by Henry Earle 
Riggs, Proceedings of American Society of Civil Engi- 
neers, November, 1910, page 1369. The Wisconsin Rail- 
road Commission discusses the sales method very fully in 

2” See Annual Report, Minnesota Railroad and Warehouse Commission, 
1908, pages 29-36. 
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State Journal Printing Company v. Madison Gas and 
Electric Company, 4 W. R. C. R. 501, 535, decided 
March 8, 1910. The Commission says in part: 


It is, of course, a fact that the determination of the market 
value of any piece of real property is ultimately a matter of 
judgment, and that no method of valuation yet discovered 
will disclose the exact value or do much more than indicate, 
within perhaps fairly narrow limits, the figure at which the 
value should be placed. But it is believed that the methods 
thus employed by the staff are the best that have thus far been 
used for this purpose. While in actual application they may 
not disclose the actual figure at which the value should be fixed, 
they can not fail to be of the greatest importance in appraisals 
of this kind. When properly employed, they will disclose 
facts that indicate approximate values, and facts that are of 
the greatest aid to the judgment in arriving at the fair value 
in each particular case. 


§ 148. Sales method rejected in Minnesota Rate Case. 

In the Minnesota Rate Case, Judge Charles E. Otis, 
special master in chancery, in his report of September 21, 
1910, declines to give much weight to appraisals made by 
the sales method. In this case the valuations found by the 
state’s witnesses using the sales and assessment method 
were much lower than those testified to by the experts 
employed by the railroads. The master in his report 
says: 71 


It is conceded that when applied to any particular tract of 
land it cannot be relied upon, but it is claimed that when ap- 
plied to extensive contiguous tracts, as are rights of way, the 
doctrine of averages will bring about reasonably correct re- 
sults. To make a market value assessment, the assessor could 


*1 Shepard v. Northern Pacific Railway Co., in equity, Report of Charles 
E. Otis, special master in chancery, United States Circuit Court, District 
of Minnesota, Third Division, September 21, 1910, § 73. 
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not rely on such methods with respect to any particular tract, 
but would be compelled to make a personal inspection and 
determine whether assessment must be reduced or increased 
and where it stood with reference to such average. We can 
understand that, for the purpose of equalizing values as be- 
tween counties where many contiguous sections of land are 
under consideration and for the purpose of making each county 
pay its relative proportion of state taxes, such method would 
be of great value by reason of the broad base for purposes of 
comparison, but the relative market value for the counties 
having been ascertained, then a personal inspection by the 
assessor would be necessary of each tract assessed to deter- 
mine whether the assessment must be reduced or increased, 
that is, whether as previously assessed it was above or below the 
general average. 

The evidence shows that the railroad lands in St. Paul con- 
stitute about eight per cent. of all the assessed lands in the 
city, and, distributed among all the railroads owning ter- 
minal properties, each has but a very small per cent. thereof. 
These considerations, added to the notoriously gross inequalities 
of assessments, compel the master to give little weight to testi- 
mony of this character. On the other hand, he does not con- 
ceive he is bound to accept opinion testimony as absolute but 
only as a large determining element in connection with all the 
facts and circumstances disclosed in the evidence, and this 
has been done in reaching his conclusions. He has given care- 
ful consideration to actual purchases recently made in ac- 
quiring property for railroad purposes and cited to show 
that they substantiate values fixed by the witnesses on either 
side, for of course they are of great value for such purpose. 


CHAPTER VII 
Pavement Over Mains 


§ 160. Consolidated Gas Case. 

161. Consolidated Gas Case—Appeal to Supreme Court of the United 
States. 

162. Iowa Supreme Court in Cedar Rapids Gas Case, 1909. 

163. Wisconsin Railroad Commission—Rate Cases. 

164. Wisconsin Railroad Commission—Purchase Cases. 

165. Opinions of Hagenah, Corey and Marston. 

166. Purchase of water plant at Trenton, Mo. 

167. Des Moines Water Rate Case, 1910-1911. . 

168. New York Public Service Commission in Gas Rate Case, 1911. 

169. Summary and conclusion. 


§ 160. Consolidated Gas Case. 

In the New York City Eighty Cent Gas Case involving 
the right of the state to reduce the price of gas charged 
by the Consolidated Gas Company the question of the 
treatment of the cost of pavement over mains and services 
came up for consideration. The book value of the mains 
was $7,852,151 and the book value of the services was 
$1,212,071. This book value was considered a fair esti- 
mate of the cost of constructing the mains and services. 
The estimated cost of replacing the mains was, however, 
placed at $12,636,000 and the estimated cost of replacing 
the services at $1,994,000. The cost of reproduction or 
replacement cost of the mains and services was therefore 
$5,605,000 in excess of the book value or original cost. 
This difference between book value or original cost and 
replacement cost or cost of reproduction was admitted to 
be due to the fact that the city had at its own expense 
built costly pavements over the mains of the company 
and to the fact also that since the laying of the mains the 

[148] 
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street subsurface had become so crowded with other sub- 
surface structures as to increase the present cost of laying 
mains. Most of the mains were laid before the streets 
were paved with asphalt and at a time when the streets 
were not so congested with other pipes and services. 
The city and state contended that the original cost should 
be taken as a basis for valuation. The company, on 
the other hand, contended that the present cost of re- 
placing the mains and services should be used. The 
special master reported in favor of the company’s con- 
tention and his report was approved by Judge Hough of 
the United States Circuit Court in his opinion of Decem- 
ber 20, 1907. This opinion is quoted above, § 111. 


§$ 161. Consolidated Gas Case—Appeal to Supreme Court of 

_ the United States. 

When this case came before the United States Supreme 
Court on appeal, the city and state renewed their conten- 
tion that original cost rather than replacement cost 
should be used in valuing mains and services. The opin- 
ion of the Supreme Court, however, leaves this matter un- 
decided. The opinion does not fix a total valuation of the 
property but after reducing the value of the franchise of 
the company and altering other estimates, comes to the 
conclusion that the rates fixed by the state were not so 
low as to warrant the intervention of the court at least 
until there had been an actual trial of the rates. Justice 
Peckham, however, in delivering the opinion of the court, 
made a general statement in regard to including property 
at its present appreciated value, which, while doubtless 
intended chiefly to apply to land valuation, might also be ~ 
construed to include the valuation of mains and services 
and thus to decide that the present replacement value of 
the mains should be considered regardless of the question 
of paving laid by the city. This statement is quoted 
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above, § 112, and although its wording read in connection 
with the briefs and the opinion of the lower court might 
possibly be construed to settle the matter in favor of the 
inclusion of the cost of pavement over mains laid at the 
expense of the city, it is not believed that it was so in- 
tended. The question of paving over mains is so unique 
that it should not be assumed that the court intended to 
dispose of it in the above general phrases in relation to 
allowing the company the benefit of any increase in the 
value of its property. At any rate this principle will only 
apply in case pavement laid by the city be deemed to be 
“‘nroperty which legally enters into the consideration of 
the question of rates.”” This is in fact the whole question © 
at issue and the court left it entirely undecided. The 
failure of the court, in affirming the following case in 
1912, to refer to exclusion of pavement over mains is, 
however, significant. 


§ 162. Iowa Supreme Court in Cedar Rapids Gas Case, 1909. 

In Cedar Rapids Gas Light Company v. Cedar Rapids, 
144 Iowa, 426, 120 N. W. 966, 970, decided May 4, 1909, 
the contention that an allowance for increased value to 
pipes and mains should be made because they were under 
pavements, was disapproved by the Iowa Supreme Court. 
The following is from the decision of the court: 


The sum of $43,580 was added owing to the alleged increase 
of value of pipes and mains because of being underneath the 
pavement. The company had laid them before the paving 
was done, but it is argued that, as the value of the mains 
and pipes is to be estimated when in: the ground, what it 
would now cost because of the pavement to put them there 
should be included in determining present value. If so, the 
contingency of having to remove them at the expiration of 
the franchise also should be taken into account. Moreover, 
the fact that most of the paved streets are paralleled by. 
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unpaved alleys or parkings in which pipes might be laid with- 
out removing the pavement, and possibly with less danger from 
electrolysis, is entitled to consideration. Nor is it to be for- 
gotten that pavements yield to the ravages of time, and that 
with new pavements new pipe may be laid. Undoubtedly the 
values of the pipes are somewhat enhanced because of their 
location, but the entire immediate cost of opening and replac- 
ing the pavement is not the criterion for value which should be 
adopted. 


The decision in the above case was affirmed by the 
Supreme Court of the United States, March 11, 1912 
(223 U.S. 655). Justice Holmes in delivering the opinion - 
of the court does not refer to the question of pavement 
over mains. 


§ 163. Wisconsin Railroad Commission—Rate Cases. 

In the numerous valuations made by the Wisconsin 
Railroad Commission for both rate and municipal pur- 
chase purposes there has been no allowance for pavement 
over mains unless such pavement has actually been laid 
at the expense of the company. In City of Ripon v. Ripon 
Light and Water Company, 5 W. R. C. R. 1, 10, decided 
March 28, 1910, the Commission says: ! 


Every legitimate expenditure in adapting the utility to the 
demands of progress and community growth is a proper charge - 
to construction, and as such the investment therefor is en- 
titled to participate in the distribution of the earnings from 
operation. Obviously expenditures for pavement incurred 
by the utility in response to assessments levied therefor by 
the city, or the cost of cutting through such pavement for con- 


1 Other rate cases in which the same rule was adopted by the Wisconsin 
Commission are: State Journal Printing Co. v. Madison Gas and Electric 
Co., 4 W. R. C. R. 501, 554, decided March 8, 1910; Ashland v. Ashland 
Water Co., 4 W. R. C. R. 273, 307, decided November 1, 1909; City of 
Racine v. Racine Gas Light Co., 6 W. R. C. R. 228, 240, decided January 27, 
1911; City of Beloit v. Beloit Water, Gas and Electric Co., 7 W. R. C. R. 
187, 233, decided July 19, 1911. 
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struction purposes and its replacement, are proper capital 
charges. It does not necessarily follow that the utility is to 
capitalize expenses for municipal betterment in which it has 
not participated and where such accruing benefits to the 
utility are remote and incidental, and thus compel the sub- 
scribers for utility service to pay increased rates because of 
public improvements. The improvement is not a proper ele- 
ment of value where the pavement has not been paid for by 
the utility, nor any expense in connection with it directly in- 
curred, in determining a value which shall serve as the basis 
for an adjustment in rates. The item of “ Paving’’ in the ten- 
tative valuation is for this reason excluded. 


In re Application of the La Crosse Gas and Electric Com- 
pany, 8 W. R. C. R. 138, 162, decided November 17, 1911, 
the Commission considers the question of whether, al- 
though pavement over mains be excluded from a valua- 
tion for rate purposes, it should nevertheless be included 
when considering the annual amount to be set aside from 
income for depreciation. The Commission says: 


Since the hearings of this case, the petitioner, the La Crosse 
Gas and Electric Company, submitted an argument wherein 
it declares that, while for rate-making purposes it might not 
be proper to include in the valuation all of the cost of pave- 
ment overlying conduits and mains in figuring the return on 
‘the investment, as all of the pavement was not actually taken 
up and replaced by the company, for the purpose of figuring 
depreciation reserve the cost of all such paving should be either 
included in the depreciable value or the rate of depreciation 
increased, as the company will eventually be compelled to 
bear this expense in future renewals of gas mains under ex- 
isting pavement. The return for depreciation, to which a 
utility is justly entitled, is usually the sum which set aside 
annually will be sufficient, at the end of the useful life of the 
equipment in which investment has been made, to replace 
the property in question. But when investment has not 
been made by the company and the cost is borne entirely by 
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the community, it is not clear that these expenditures by the 
public represent anything for the replacement of which the 
company is entitled to return. As the original paving by the 
company is customarily considered construction expense and 
is added to the company’s investment in physical property, 
in like manner anticipated paving, if it is not in reality a re- 
newal of pavement formerly laid and paid for by the utility, 
may perhaps be considered new construction cost more properly 
than renewal cost, even when undertaken in connection with 
the renewal of other materials. Viewed in this light, both 
interest and depreciation on paving should be deferred until 
such time as the paving in question shall, for the first time, 
be taken up and replaced by the company. 


§ 164. Wisconsin Railroad Commission—Purchase Cases. 

In re Appleton Water Works Company, 6 W. R. C. R. 
97, 122, decided December 7, 1910, involving the valua- 
tion of a water plant for purposes of municipal purchase, 
the Wisconsin Railroad Commission says: ” 


It is not the intention in such consideration of the subject 
to deny that the cost of reproducing the plant new, under the. 
existing conditions, should include such estimated cost, but 
the inquiry was there directed more particularly to ascertain- 
ing the cost of reproducing the plant new in the manner of its 
actual construction. . . . For the purpose of the present in- 
quiry it is conceded that the cost of reproduction new, in- 
cluding the item of paving, must be regarded as an eviden- 
tiary fact in reaching a final conclusion, and it may be added 
that in no case, either for rate-making purposes or other- 
wise, has the Commission ever omitted from consideration the 
item of paving in ascertaining the cost of the reproduction 
new. It has, however, in rate-making cases, also considered 
as having a probative effect, the cost of reproduction new 


2 Pavement laid at the expense of the city was excluded in two other 
valuations for purposes of municipal purchase: Re Fond Du Lac Water 
Co., 5 W. R. C. R. 482, 492, decided August 19, 1910, and Re Manitowoc 
Water Works Co., 7 W. R. C. R. 71, 88, decided June 27, 1911. 
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under conditions as existing at the time of the original con- 
struction of the plant. 


§ 165. Opinions of Hagenah, Corey and Marston. 

William J. Hagenah, in his valuation for rate purposes 
of the property of the People’s Gas Light & Coke Com- 
pany for the Chicago City Council, April 17, 1911, ex- 
cludes the value of pavement over mains unless such pave- 
ment has been laid at the expense of the company. The 
same position is taken by C. L. Corey, C. E., in a paper on 
Rates for Gas Service, read before the nineteenth meeting 
of the Pacific Coast Gas Association. According to a 
statement in the Engineering News a valuation of a water 
plant in Waterloo, Iowa, for purposes of municipal pur-’ 
chase made by Prof. A. Marston included an allowance 
for pavement over mains laid at the expense of the city.‘ 


§ 166. Purchase of water plant at Trenton, Mo. 

In the purchase of a waterworks plant at Trenton, 
Mo., the value of pavement over mains was excluded on 
the theory that if the mains were to be reproduced at 
present they would not be laid in the paved streets but 
in unpaved alleys. A statement by Burns and McDon- 
nell in regard to their appraisal of this plant contains 
the following: ° 


The valuation of this plant was made in 1906. Trenton 
at that time was blessed with a City Council, many of whom 
had ideas of their own regarding how an appraisal should be 
made and they entered into negotiations with the water com-: 
pany on the basis of the report submitted by Mr. Burns, modi- 
fied, however, in the following particulars: The city officials 
conceived the idea that streets that had been paved caused 

* Printed in the American Gas Light Journal, October 23, 1911, p. 259. 

4“Valuation for City Purchase of the Property of the Waterloo (Ia.) 
Waterworks Company,” by A. Marston, Engineering News, April 22, 


1909, p. 424. 
®° Printed in the Engineering Record, May 8, 1909, p. 616 
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a corresponding depreciation in the water pipe under the pay- 
ing. The argument advanced was that the water main could 
serve the property just as well if laid in an alley in the rear of 
the property as though laid in the street, and that if laid in 
the alleys it would be easier to maintain, easier to tap, less ex- 
pensive to repair, would save digging up the pavement in a 
great many places, and, therefore, that it was a decided detri- 
ment to the city to have the water pipe under the paved street 
if this could possibly be avoided. So far as known to us, this 
question has never been specially passed on by the courts, 
but the officials of Trenton used the argument with such force 
that they finally purchased the waterworks at $2,000 less than 
the valuation submitted by Mr. Burns. 


§ 167. Des Moines Water Rate Case, 1910-1911. 

This question was considered also in the master’s report 
in Des Moines Water Company v. City of Des Moines. 
This was a valuation of a water plant for rate purposes. 
Thirty-eight miles of pipe had been laid in streets prior to 
the paving thereof. The master said: ® 


Accepting the reproductive theory as the only available 
one under existing circumstances, the primary question is, 
what would it be worth to reproduce the mains of the com- 
plainant company as they exist in the streets of the city of 
Des Moines at the present time? .. . 

I know of no way in which the true worth of a new plant 
of equal capacity, efficiency and durability, with proper dis- 
counts for defects in the old and depreciation for use (which 
the Supreme Court of Iowa says should be the measure of 
value rather than the cost of exact duplication) can be ob- 
tained, without taking into account the necessity of laying 
the pipes of such new plant beneath the pavements. 


In approving the report of the special master, Judge 
Smith McPherson discusses but does not decide this ques- 
®6 Des Moines Water Co. v. City of Des Moines, no. 2468, in equity, 


Report of George F. Henry, master in chancery, Circuit Court of the 
United States, filed September 16, 1910. 
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tion as to the inclusion of pavement over mains laid at 
the expense of the city.’ 


§ 168. New York Public Service Commission in Gas Rate 
Case, 1911. 

The most exhaustive discussion of the problem is con- 
tained in the opinion of Commissioner Maltbie in baie 
v. Kings Co. Lighting Co., 2 P. 8. C. Ist D. (N. Xe —— 
decided October 20, 1911: 


ine Reaction! effects of such a theory are interesting and 
important. Suppose a locality at the time a gas company was 
started and its pipes laid were content to have unpaved or 
cheaply paved streets, cobblestone, macadam or gravel being 
used. Suppose that the people come to demand better paving, 
being dissatisfied with earlier conditions, and that asphalt, 
brick or granite block with a concrete base is laid throughout 
the area. Naturally, the people appreciate that they must 
pay the cost of the repaving; but according to the theory of 
counsel for the company, the gas consumer must also pay more 
for gas. In other words, every time the streets are improved, 
not only do taxes or assessments go up, but higher gas rates 
are justified, notwithstanding the fact that the company may ~ 
not have paid one dollar in connection therewith. If this 
theory is correct, citizens must consider in connection with 
every civic improvement its effect upon rates for gas, elec- 
tricity, telephone service, water, transportation and every 
other service which involves the use of the subsurface of the 
streets. If such improvement increases the cost of repro- 
ducing the undertaking supplying such service, higher rates 
will thereby be justified than would be reasonable before such 
improvement is made. 

Applying the theory of counsel to the case in hand, he asks 
that an toto about $250,000 or $300,000 be added in determining 
the ‘‘fair value” of the property, such sum including not merely 
the net cost of the paving, but “overhead charges” amount- 


7Des Moines Water Company v. City of Des Moines, 192 Fed. 193, 
September 16, 1911. 
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ing to 20 per cent. or thereabouts. A return of 10 per cent. 
thereon would be from $25,000 to $30,000. Upon the basis 
of actual sales for 1910, this is equivalent to from 4 to 5 cents 
per thousand. Thus, the net result of counsel’s theory is that 
this Commission is asked to fix a rate higher by 4 or 5 cents 
than would otherwise be reasonable, and the reason offered 
in essence is that since the Kings County Company laid its 
mains and services the City of Brooklyn and later the City of 
New York has materially improved the paving over those 
pipes without expense to the company. 

The company’s counsel apparently relies upon a single 
thesis to maintain his theory. He may not claim that the 
pavement is the property of the company, for it is not in any 
degree. The company may not alter the pavement with- 
out the city’s permission, nor sell, transfer or remove it, and 
_in case the company does take up its pipes and leave the street, 
the pavement must be restored. Secondly, the company did 
not lay the new paving. It was laid by the city after the com- 
pany’s pipes were in the ground. In the third place, the new 
paving represents no expenditure upon the part of the com- 
pany. This fact is important, for it is conceivable that a 
company might not own certain property, might not have ac- 
tually constructed it, and yet the expense of such construc- 
tion, if paid by the company, might properly be included in 
the amount upon which the company would be entitled to 
earn a fair return. But in this case, the new pavement under 
discussion does not represent any investment or expendi- 
ture by the company. The relaying of the original paving 
does and it has been included in “net cost,’’ as above set forth. 

If one were to estimate the cost to reproduce as new the 
property that exists to-day, the present paving would have to 
be replaced: when the streets were opened for the laying of 
mains and services. Apparently this is the only basis upon 
which the company’s contention is founded. The cost-of- 
reproduction method may be the only method which can be 
used in some instances, but to follow it to the last extremity in 
all cases, ignoring all other considerations, not only leads to 
absurd conclusions, but runs counter to judicial decisions. . . . 


158 VALUATION [§ 168 


There are two other arguments that have not been submit- 
ted in this case, but to which reference should be made in this 
discussion. One is that if a competing company were to build a 
gas system, it would be obliged to pay for the existing pave- 
ment over its mains and services as it would have to replace it 
during construction. True! But does it follow that gas rates 
would in practice be based upon the cost of the most expensive 
service? Even the maximum to be fixed by law would not of 
necessity be based upon the cost of the most expensive service. 
However, this argument is irrelevant because it is the policy of 
this State that public regulation of rates shall take the place of 
competition and that unnecessary duplication of plant shall be 
avoided. The State is to protect the consumer against unreason- 
able rates. But if the State must fix rates upon the basis of 
competitive supply, it is evident that the consumer has lost the 
advantages of competition and not gained those of monopoly. 

It is also argued that if land should be taken at its present 
value, mains and services should likewise be appraised at the 
cost to reproduce; that the increase in the value of the land isa 
social increment; that improvement in paving is also a social 
increment; and that if one is to be recognized as belonging 
to the company, the other should be. Doubtless there is some 
similarity, and so far as there is, there is equal injustice in 
allowing the company to make a profit upon that increase. In- 
deed, it is not yet clearly settled by the courts that in all cases 
land shall be taken at appreciated value and the company al- 
lowed to increase its rates because of such growth. But pave- 
ment that is not owned nor laid nor paid for by the company 
is very unlike land. 

In the first place, land is owned or leased by the company; 
the pavement in question is neither owned nor leased. The 
company may sell the land it has and buy other land; the com-_ 
pany has no such right over pavement, and if it removes its 
pipes, the pavement remains. hg 

Secondly, the company pays for land; it does not for new 
pavement. Land is a necessary factor in gas production and 
distribution; pavement is not. It matters not whether the 
streets are paved with the most expensive material or allowed 
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to remain in their natural state. Repairs may cost more in 
the former case, but such expenses are paid for out of income 
and not from capital. 

Thirdly, the precise land used is selected by the company; 
the nature of the pavement is fixed by the public authorities. 
If the company finds its land not well adapted to its needs or 
too valuable for gas purposes, it may sell and purchase loca- 
tions elsewhere. Thus, a company may secure the increase in 
value for itself. But there is no known way whereby a company 
may sell the pavement over its mains and substitute another 
kind. Pavement is wholly beyond the control of the company. 


§ 169. Summary and conclusion. 

The question whether pavement over mains laid with- 
out expense to the company should be included in fair 
value for rate purposes was decided in the affirmative by 
the Circuit Court in the Consolidated Gas Case (see 
§§ 111, 160) but on appeal to the Supreme Court of the 
United States the decision as to this point is not clear 
(see §§ 112, 161). The Iowa Supreme Court has ruled 
against the inclusion of such pavement and while its de- 
cision in the case was affirmed by the Supreme Court of 
the United States there is no reference in the latter opinion 
to the question of pavement (see § 162). The position 
taken by the Iowa court has been followed by the New York 
Public Service Commission for the First District (see § 168) 
and in purchase as well as rate cases by the Wisconsin Rail- 
road Commission (see §§ 163, 164). Pavement laid at the 
expense of the city is of course excluded from an estimate 
of actual cost. Whether or not it should be included in 
cost of reproduction depends on whether that term is 
taken as the actual cost at present prices of labor and 
materials and under present physical and other conditions 
of constructing a complete duplicate plant, or the neces- 
sary cost at present prices of labor and materials of con- 
structing a plant in the way and under the conditions un- 
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der which the existing plant was in fact constructed. The 
latter is the more generally equitable interpretation of the 
cost of reproduction method as is shown above, §§ 81-84. 
Under this interpretation the cost of pavements laid by 
the city will not be included in an estimate of cost of 
reproduction. Of course if in a particular case it is shown 
that the company put down its pipes or conduits before 
they were needed with a view to avoiding the cost of 
cutting through the pavements it might be equitable to 
include an allowance for interest up to the time that such 
pipes or conduits were actually put into service. Every 
actual investment or sacrifice by the company should be 
considered, but the acceptance of this rule precludes the 
consideration of any element that is not dependent on 
cost or sacrifice. * Certainly if we accept as governing the 
equitable rule of a fair reward based on the cost of the 
service rendered, pavement over mains laid without ex- 
pense to the company cannot logically be included in 
fair value. 
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§ 180. State railroad appraisals. 

In the various state railroad appraisals, land has been 
taken at its present value irrespective of the fact that in 
some of the states much of the land for right of way was 
donated by the national, state or local governments or in 
some cases by individuals. The western trunk lines have 
received enormous land grants and in addition have been 
granted a right of way across the public domain. In the. 
Washington railroad appraisal made by the Washington 
Railroad Commission, an estimate was made both of the 
original cost of land for right of way and other railway 
purposes and of the present reproduction cost of such 
land. The Commission found that for the Northern 
Pacific Railway the original cost to the company of right 
of way and real estate in the State of Washington was 

11 [ 161 ] 
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$3,157,167. The cost of reproduction of its right of way 
and real estate was estimated at $32,862,872, or more 
than ten times the original cost. The reproduction cost 
is high because it includes $26,000,000 for terminal land 
in the cities of Seattle, Tacoma and Spokane, that has 
rapidly increased in value. The original cost is low be- 
cause nearly all of the right of way was given by the 
government. The company received a grant from the 
United States for right. of way purposes along its main 
line, 400 feet in width, across public domain and lands 
owned by the United States. Through incorporated 
cities and towns the Commission allowed the company 
the present value of the full width of its 400 foot right of 
way. Outside of such cities and towns the Commission 
allowed the present value of a strip of land 100 feet wide 
for right of way purposes.t The Wisconsin Railroad 
Commission refers to this problem in a passenger fare 
case, Buell v. Chicago, Milwaukee and St. Paul Railway 
Company, 1 W. R. C. R. 324, 356, decided February 16, 
1907: ? 


It is, of course, true that a large proportion of the right of 
way was secured free and that a considerable part of the bal- 
ance was obtained at a low cost. In addition to this it is also 
a fact that the cost of the plant to the company was consider- 
ably reduced by land grants and local aid. Whether the con- 
struction account has been credited by the receipts from these 
and similar sources is doubtful. Theoretically all such aids 
should have been taken into account; but from a practical 
point of view, or for the purposes of this inquiry, it may be a 
question whether items of this character should be deducted 
from the capital account at this time. 


1See “Findings as to Value of Railroads,” in second and third annual 
report, Railroad Commission of Washington, 1907-1908, pp. 127-449. 
_? For decisions of the Wisconsin Commission in subsequent cases, see 
§184. 
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§ 181. Minnesota Supreme Court on railroad grants, 1897. 

The case of Steenerson v. Great Northern Railway Com- 
pany, 69 Minn. 353, 72 N. W. 713, 722, decided October 20, 
1897, involves the valuation of a railroad for rate pur- 
poses. In this case the court took cost of reproduction as 
the general basis of fair value. But in regard to land do- 
nated by the state, Judge Canty states that, ‘‘In de- 
termining whether the rates fixed by the Commission are | 
confiscatory, we have not found it necessary to determine 
the effect of the very important fact that this railroad 
received from the state a very large and valuable land 
grant.” 


§ 182. California Supreme Court on water services, 1897.. 

The case of San Diego Water Company v. City of San 
Diego, 118 Cal. 556, 50 Pac. 633, 639, decided October 9, 
1897, involves a valuation for rate purposes. The lower 
court held the municipal ordinance unconstitutional but 
was reversed by the state supreme court and the cause 
remanded for a new trial. The decision in this case was 
rendered by a divided court. Six of the seven judges con- 
curred in the findings but four separate or concurring 
Opinions were rendered. The opinion of Judge Van Fleet 
concurred in by two other judges contains the following in 
regard to services: 


_ It may be added that when, as appears to have been the 
case in this instance, portions of the company’s expenses are 
specifically repaid by the consumers, such expenses should be 
eliminated from the computation. This will apply, at least, 
to the “taps” put in for private consumers. 


$183. United States Circuit Judge Morrow excludes fences 
not built by company, 1911. 
San Joaquin and Kings River Canal & Irrigation Com- 
pany v. Stanislaus County, 191 Fed. 875, 885, decided 
September 18, 1911, is an action to enjoin the enforce- 
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ment of irrigation water rates fixed by the county boards 
of supervisors. A temporary injunction had been granted.’ 
Subsequently the case was referred to a special master and 
the master reported in favor of the legality of the proposed 
rates and this~finding is in the present case approved 
by the Circuit Court. Circuit Judge Morrow says (at 
page 885): ; 


The master found that the rights of way for complainant’s 
canals were of the value of $144,119. To this finding no ex- 
ception has been taken, but, in addition to this valuation, the 
complainant claimed before the master, and urges the claim 
here for the valuation for 286 miles of fences along the canals 
at a cost of $148.50 per mile, making $42,471. The master 
rejected this claim for the reason that it was not supported 
by evidence. There is no evidence in the record that the com- 
plainant built any fences along its right of way. In complain- 
ant’s brief before the master it is stated: 

‘That they were unable to prove that the company itself built 
these fences, but the books of the company refer to these fences 
as early as 1877. If we admit that the adjoining owners built 
the fences, still, if the canal company should fence its right of 
way, it would be liable for one-half of these fences. C. C. 
Cal., § 841. Undoubtedly a new company would be compelled 
to pay the cost of these fences if they attempted to condemm 
a right of way through this country.”’ | 

The master held that the inquiry he was called upon to 
make was the cost of reproducing the plant at the time the rates 
in question were fixed, and that such cost of reproduction 
must be applied to the property that was owned by the com- 
plainant. He was of the opinion that if the fences had not 
been built by the complainant, and therefore did not belong 
to the complainant, it would not be entitled to have them valued 
as a part of its property. I see no reason for sustaining the 
exception to this finding. 


’San Joaquin and Kings River Canal & Irrigation Co. v. Pianielais 
County, 163 Fed. 567. 
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§ 184. Wisconsin Railroad Commission on services provided 
at consumer’s expense. 

The Wisconsin Railroad Commission in Tighe v. Clinton 
Telephone Company, 3 W. R. C. R. 117, 126, decided 
December 2, 1908, holds that it is compelled under the 
Public Utilities Law to value all property no matter how 
obtained and consider this valuation in taking action with 
respect to rates and service. During the early history 
of the Clinton Telephone Company a considerable part 
of the work of construction was done by farmers who re- 
ceived no pay for their services. Yet the Commission says 
(at page 126): 


Nor can the fact, that a part of the early construction was 
gratuitously done and some poles given outright without cost 
to the company, in any manner compel a lower valuation under 
the provisions of the law. The Commission is required to value 
all the property used and useful for the convenience of the 
public. The law says nothing about deducting the value of 
the property owned by the company but originally donated 
it. In fact, if the whole of the Clinton Telephone Company’s 
property had been presented to it without a cent of expend- 
iture on the part of the present owners, the valuation of the 
Commission would have to be identical with what it now is. 
For the purposes contemplated here, the Public Utilities Law 
does not inquire into the manner in which property of utility 
corporations devoted to the public use was originally obtained, 
whether by purchase, inheritance, gift or theft. The law simply 
compels the Commission to value this property and to consider 
this valuation in taking official action with respect to rates 
and service. 


In Ashland v. Ashland Water Company, 4 W. R. C. R. 
273, 306, decided November 1, 1909, also a valuation for 
rate purposes, the Commission considers the question of 
land donated by the city and of service connections made 
at the expense of consumers. The Commission reaffirms 
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the position taken in Tighe v. Clinton Telephone Company 
but adds the following: 


From a legal point of view the same position will doubtless 
have to be taken with respect to services paid for by consumers, 
although we are frank to say that from the point of view of 
equity full consideration may well be given to the fact that 
a large number of services have been paid for by private con- 
sumers, and that certain lands have been donated to the 
company by the municipality. 


This instead of a reaffirmation as stated is a substantial 
reversal of Tighe v. Clinton Telephone Co. The reversal 
is made unmistakable in later decisions, for example: 
In City of Washburn v. Washburn Water Works Com- 
pany, 6 W. R. C. R. 74, 92, decided December 6, 1910, 
the Commission says: 4 


It is well understood that, as a matter of equity, the Com- 
mission does not include services paid for by consumers in 
the valuation of public service property for the purpose of 
establishing rates. 


Again in City of Beloit v. Beloit Water, Gas and Electric 
Company, 7 W. R. C. R. 187, 215, decided July 19, 1911, 
the Commission says: 


It appears to be clearly established that the charge assessed 
against the consumers by the company for ‘tthe installation of 
services has been in the aggregate sufficient to cover the cost of 
this work to the company. In view of these facts we are of 
the opinion that the value represented in the services under 
consideration, and for which the consumers have paid, is not 
a fair element in the valuation for the purposes of this case. 
This applies also to the value of the so-called private mains to 
the amount which the consumers have paid and have not been 
reimbursed by the company. 


4 See also City of Ripon v. Ripon Light and Water Co., 5 W. R. C. R. 
1, 10, decided March 28, 1910. 


q 
. 
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§ 185. Opinion of C. L. Corey on services furnished by con- 
sumer. 

The same rule as to valuation of gas services is expressed 
in a paper on Rates for Gas Service by C. L. Corey, C. E., 
read before the nineteenth meeting of the Pacific Coast 
Gas Association: ° 


Only that portion of the service belonging to the company 
should be included, and if consumers have paid for any portion 
of the service that portion should not be considered as belong- 
ing to the company. The total value of the services should 
represent only those actually owned by the company, and 
in general should not include any services, or reproduction 
of any services, within customers’ premises, unless the cost 
of the same has actually been met by the company. 


§ 186. State and city aid in grade separation improvements. 
A number of cities and states have spent enormous 
sums in paying a portion of the expense of track elevation 
or depression or the construction of highway bridges and 
subways incident to the elimination of grade crossings. 
The states of New York and Massachusetts and the 
cities of Boston, New York and Philadelphia have spent 
millions of dollars in this work. The question now arises 
as to how these investments of cities and states will be 
treated in a determination of the fair value of the railroad 
for rate-making purposes. Judge Chas. E. Otis, Special 
Master in Chancery in the Minnesota Rate Cases, has 
included in the fair value of the road the cost of three 
bridges built at the expense of the City of Minneapolis, 
over the Minneapolis and St. Paul Railroad. He says: ® 


5 Printed in American Gas Light Journal, October 23, 1911, p. 259. 

6 Shepard v. Northern Pacific Ry. Co., United States Circuit Court, 
Minnesota, Third Division, Report of Chas. E. Otis, Special Master in 
Chancery, September 21, 1910. Circuit Judge Sanborn approved the re- 
port of the master but his opinion does not refer specifically to this finding 
(184 Fed. 765, April 8, 1911). 
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It was claimed by the State that the three bridges mentioned 
were built by the city and for this reason no allowance was 
made therefor. But as they apparently form a part of street 
highways, as the law now is, their repair and renewal as re- 
quired must be borne by the company and the city could not 
have been compelled to construct them in the first instance 
if the law had been properly interpreted and observed. Their 
reproduction cost should have been allowed at the sum of 
$54,580. 


§ 187. City’s grade separation contribution considered by 
New York Public Service Commission. : 

The City of New York contributed about one-half of 
the expense of depressing in part and elevating in part the 
Brighton Beach division of the Brooklyn Union Elevated 
Railroad. The city spent about $800,000 for this purpose. 
A case came before the Public Service Commission, in- 
volving the reasonableness of a ten cent fare to Coney 
Island.’? The dissenting opinion of Commissioner Maltbie 
in this case contains the following: 


In the fourth place, contributions by the City should be 
deducted. ‘The City of New York has paid to the Brooklyn 
Union Elevated Railroad Company approximately $800,000. 
No company ought to be allowed to capitalize such contribu- 
tions or charge a rate which will yield a fair return upon these 
contributions. With equal propriety the companies could claim 
the right to earn profits upon the capitalized value of the 
streets and of the Brooklyn and Williamsburg Bridges, which 
they have been allowed to use practically without charge. 
The capitalization of franchises, a procedure prohibited by 
law, would be more plausible. 


The inclusion or exclusion of the city’s contribution was 
not decided or considered in the majority opinion in this 
case. 


7 Monheimer v. Brooklyn Union Elevated Railroad Co., 2 P. S. C. 
Ist D. (N. Y.) 00, March 8, 1910. 
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§ 188. Grade separation contributions in appraisal for capi- 
talization. 

This subject is discussed in a report by George F. 
Swain, Engineer in Charge, to the Massachusetts Joint 
Board on the validation of assets and liabilities of the 
New York, New Haven and Hartford Railroad.’ This is 
a valuation for purposes of capitalization. Mr. Swain 
says (at page 88): 


In the appraisal which has been made, the endeavor has 
been to ascertain the cost of reproduction new of the exist- 
ing lines. The existing line, however, includes some elements 
involved in the elimination of grade crossings which have been 
partly paid for by the State, and by the cities and towns. 
In Massachusetts, for instance, 35 per cent of the cost of 
eliminating grade crossings is paid for by the Commonwealth 
and the city or town. In this valuation, however, it has not been 
considered that the Commonwealth or the town has thereby 
acquired any perpetual or proprietary interest in the prop- 
erty of the railroad, but that its contribution was for the pur- 
pose of remunerating the company for the destruction of ex- 
isting property involved in the charge, and for the cost of 
protecting traffic during the alterations, as well as for the 
better accommodations and greater safety afforded to the pub- 
lic. It would have been impossible to adopt any other course, 
and the one described seems eminently fair. It is not con- 
tended, I presume, that where grade crossings are abolished the 
Commonwealth or the town becomes thereby the owner of 
any portion of the railroad. 


§ 189. Conclusion as to grade separation contributions. 

_ In certain cases of grade separation the contribution 

of the state and city is not more than sufficient to pay for 

the necessary structures and reconstruction within the 

street or highway and outside of the lines of the railroad’s 
8 Published in Report of the Massachusetts Joint Commission on the 


New York, New Haven & Hartford Railroad ei February 15, 
1911, pp. 51-154. 
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right of way. Where this is true it is entirely proper to 
allow the company the full value of structures within the 
lines of its right of way. And in case the company pays 
the entire expense of grade separation including the cost 
of street reconstruction, the cost of such street reconstruc- 
tion should be included in a valuation for rate purposes. 
It seems just that the company should receive a return on 
the cost of all the improvements that it has made with its 
own capital but not upon such as have been made at the 
expense of the city or state. Otherwise the public is 
doubly taxed; once to pay the cost of the improvement 
and again to pay interest and profits on its own invest- 
ment. The argument that the public’s contribution to 
grade separation may be considered as a contribution not 
for construction, but as made “‘for the purpose of remu- 
nerating the company for the destruction of existing prop- 
erty involved in the change and for the cost of protecting 
traffic during the alterations” (see § 188) seems rather. 
fanciful in view of the great advantage of grade separation 
to the railroad from many points of view and in view also 
of the state’s undoubted legal right to require grade sep- 
aration at the sole expense of the railroad.° 


§ 190. Statement of problem of donated property. 

The problem as to donated property is well stated in 
an article on Valuation of Railways in the Railroad Age 
Gazette of January 29, 1909, page 222: 


Conflicting opinions are entertained with respect to the 
status which should be assigned, in connection with a val- 
uation, to donated property—-right of way, station and termi- 
nal grounds, government land grants, and the like, to which 


®On this point see N. Y. & N. E. R. R. Co. v. Bristol, 151 U.S. 556, 14 
_ Sup. Ct. 487, 38 L. ed. 269, February 5, 1894; State ex rel. City of Minne- 
apolis v. St. P., M. and Manitoba R. R. Co., 98 Minn. 380, 108 N. W. 261, af- 
firmed Northern Pacific Ry. Co. v. Minnesota ex rel. Duluth, 208 U.S. 583, 
28 Sup. Ct. 341, 24 L. ed. 630, February 24, 1908. 
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no considerable cost attaches. Is it proper that it should 
be made a constituent of that value for the use of which the 
public may be taxed in the interest of the donee? If so, should 
it be appraised at its full worth in the market, or only at 
the cost to appropriate it? Is a grant of land, which must 
be converted into cash and reconverted into transportation 
property, different in any important particular from a gift 
of right of way, which enters directly into the transportation 
plant? Is the case affected by the origin of the gift, whether 
public or private, or by the consideration that it is devoted 
to a public use? It may not seem consonant with the prin- 
ciple that cost only should be capitalized, and sentimentally it 
may not seem fitting that the public should be assessed for 
the use of that which it has donated to a private corpora- 
tion to be employed in the public service; but, much as one 
might incline to the opposite view, it is difficult to escape the 
conclusion that donated property ranks at its cash equivalent 
with that purchased or condemned. Upon conveyance of the 
gift estate title vests in the donee; if there are no qualifica- 
tions, such title is absolute; and the use of the property, and 
the right of enjoyment of the profits arising from it, are nec- 
essary incidents of ownership. 


It may, however, be recalled that this land has been do- 
nated to a private company because that company is 
undertaking to supply a public utility at reasonable rates 
of charge. Under the circumstances would it seem fair 
and equitable for the company to so adjust its rates as to 
produce for itself a fair return not only on its own invest- 
ment but upon the investment that the public has do- 
nated? Would it be unreasonable to assume that these 
donations were made with the assurance that rates would 
be fair and equitable under the circumstances and with 
due regard to the respective contributions and equities 
of the company and the public? 


§ 191. Contributions by the company. 
The inclusion or exclusion of a particular item in a val- 
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uation for rate purposes is not always dependent on 
whether the company holds the legal title to such prop- 
erty. Public utility companies sometimes invest their 
funds in structures to which when completed they can 
claim no title. They may perhaps be said to have do- 
nated these structures to the public. A railroad is con- 
structed through a city and is required to separate all 
grades between the railroad and the public streets. Cer- 
tain streets will have to be depressed and carried under 
the railroad and others raised and carried over the rail- 
road. Streets and pavements will have to be recon- 
structed and in some cases water and gas pipes and sewers 
relocated. All this expense will be borne by the railroad 
and yet it will have no title to this property located in the 
streets. Again take the case of the street and elevated 
railroads operating over the East River bridges in New 
York City. The track, equipment and signal system is 
constructed at the expense of the companies but title to 
such property vests in the city and the property is oper- 
ated under an indeterminate permit. Similarly a gas, 
water or electric company may construct at its own ex- 
pense service connections to which it can claim no.title. 

The question comes up also in connection with street 
paving laid at the expense of a street railway, gas, water 
or electric company. A gas company that is required to 
cut through and replace street pavement in order to lay 
its mains has no title to the pavement thus laid at its 
expense. A street railway company is usually required to 
pave between its tracks and eighteen inches on each side 
thereof. It has usually been held, however, that title to 
such pavement vests in the city. Yet the justice of in- 
cluding such pavement in a valuation of the railway for 
rate purposes is seldom seriously questioned. . 

In the Chicago Street Railway Settlement of 1908, the 
companies were allowed the present value of street pave- 


§ 191] PROPERTY DONATED 173 


ments occupied by railway tracks. The Traction Valua- 
tion Commission stated in its report of 1906, that the 
- Commission had been advised by the city’s special counsel 
that the legal title to the pavement was in the City of 
Chicago and not in the companies, and that if the com- 
panies were entitled to the value of the pavement in the 
pending negotiations, it must be upon the theory that 
their rights of occupancy in the various streets are of more 
value when the right of way is paved than when it re- 
mains unpaved. The Commission fixed the present value 
of the pavements at $4,342,035, but expressed no opinion 
as to whether the whole or a part of such amount should 
be included in the value for the purposes of the proposed 
settlement. The total valuation as finally agreed upon 
was a compromise and it was not definitely stated what 
portion of the same was included as compensation for 
pavements. 

In the Cleveland Street Railway Settlement of 1908, 
representatives of the company and city agreed in allow- 
ing $1,721,000 for paving. Mayor Johnson contended 
that the pavement was in the nature of a tax and had 
never been included in the assets of the company as 
assessed for taxation. The company claimed that certain 
franchises recently granted explicitly provided that if the 
city or another company bought them or took them over 
at the end of their franchises the then physical value of 
the paving should be paid for. The city finally conceded 
the entire claim of the company relative to paving.” 
When the property of the Cleveland Railway Company 
was revalued by Judge Tayler in 1909, he allowed the 
item for pavement as in the 1908 appraisal. Judge Tayler 
says: !! 


See “Street Railway Settlement in Cleveland,” by E. W. Bemis, in 
Quarterly Journal of Economics, Vol. 22, p. 543, August, 1908. 
1 Decision of United States District Judge Robert W. Tayler in the 
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I have allowed the pavement item because it comes within 
the general rule which I have stated. The argument for its 
elimination rests upon technical grounds purely, and I think 
can have no proper place in such a valuation as we are now 
seeking to make. It represents actual money expended. It 
represents absolute addition to capital value. It belongs 
to capital account and in its depreciated form is worth all 
of the allowance that I have given to it. 


In the various valuations of street railways in New York 
City made by the Public Service Commission for the 
First District the value of pavements has uniformly been 
included. 


§ 192. The more equitable rule. 

Now unless there is some good reason to the contrary, 
a rule in regard to donations should work both ways. 
That is the rule adopted should be applicable alike both 
to donations by the company and to donations by the 
public. If the reconstruction of a street or the building of 
expensive street approaches is a necessary part of the 
expense of constructing the railroad it is only fair and just 
that the company should be allowed to earn a fair return 
on such investment regardless of the fact that the title to 
such property is not vested in the company but in the city. 
Similarly if the government has given this same company 
the land for its right of way, the actual property in which 
the company has invested its capital and not that part to 
which it has title but which has been donated by the 
government should be considered in determining reason- 
able rates. Actual title and possession are not always 
conclusive. The determination of a reasonable rate is an 
equitable process and equity will demand that certain 
property to which the company has no title should be in- 


matter of the arbitration of the valuation of the property of the Cleve- 
land Railway Company, December 18, 1909 (not published). 
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cluded and certain other property to which the company 
has title should be excluded. It is the actual investment 
or sacrifice on the part of the company that is entitled 
to consideration regardless of mere title or possession. 
This at least should be the general rule. There may be 
cases where donations made by the public cannot be 
separated from the other property or where they were 
made so long ago that rights or equities have been devel- 
oped in ignorance of their existence or significance and 
which it would not now be public policy to seriously dis- 
purl. 1? 


12 In the Alabama Rate Litigation, special master W. S. Thorington in 
his two reports holds that land donated for right of way must be included 
in a valuation for rate purposes. In the Central of Georgia Railway case 
he says (at page 121): “The Special Master takes it to be a sound principle 
of law that where property is given to a railway company for a right of way, 
such property becomes as much a part of the property of the railway com- 
pany devoted to the public use as does property purchased or condemned 
by it, and its value is just as much to be considered for rate purposes as 
is the value of any other property devoted by the railway company to 
the use of the public.”’ (Central of Georgia Railway Company »v. Rail- 
road Commission of Alabama, No. 261, in equity, United States, District 
Court, Middle District of Alabama, Northern Division, Report of W. 8. 
Thorington, Special Master, January 8, 1912. Western of Alabama Rail- 
way Company v. Railroad Commission of Alabama, No. 265, in equity, 
same Court and Master, April, 1912.) 


CHAPTER IX 
Property Constructed out of Surplus 


§ 200. Valuation of property constructed out of surplus. 
201. Pennsylvania Supreme Court in Brymer v. Water Company, 1897. 
202. Maine Water Plant Condemnation Case, 1902. 
203. Interstate Commerce Commission in Spokane v. Northern Pacific, 
1909. 
204. Right to a rate of return adequate to construct betterments. 
205. Betterments out of earnings—New York Public Service Commis- 
sion, 1911. 
206. Betterments out of earnings—American Telephone and Telegraph 
Company, 1912. 


§ 200. Valuation of property constructed out of surplus. 

In valuation for rate purposes the question is sometimes 
raised as to whether that portion of the property that has 
been constructed out of surplus earnings should receive 
any different consideration from that constructed from 
funds secured from the sale of securities. If a company 
has charged rates, not alone adequate to pay a fair and 
reasonable profit to the stockholders, but also to permit 
the building out of earnings of extensions and improve- 
ments aggregating as much as the total investment of the 
security holders, there is some justice in the argument 
that unless this has been done for the benefit of the con- 
sumers it represents pure extortion. Profits in excess of 
a fair return should either be distributed to the consumer 
in lower rates or if used for extensions and improvements 
should be deemed to be held in trust for the exclusive 
benefit of the consumer. But this argument would apply 
as well to excess profits that had been distributed in 
dividends as to excess profits that had been used for im- 
provements. It would imply that the Government’s right 
to regulate was retroactive and failure to exercise it for 
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a great many years would not prevent it from requiring 
at any time an accounting of all profits from the initiation 
of the enterprise and a virtual refund of any amounts 
paid to the investors in excess of a fair return. On the 
other hand it is sometimes argued that any failure to earn 
a fair return at any time in the past should give the com- 
pany a right to recoupment through an added capital 
value termed cost of establishing the business or going 
value. Past surplus profits create a present negative 
going value while past deficits create a present positive 
going value. It is probable that for rate purposes neither 
past failure to earn a fair return nor past earnings in excess 
of a fair return should be considered in connection with 
the fair value of the property. They are doubtless matters 
worthy of careful consideration but they are questions 
of return and not of cost or value and should influence the 
determination of the present fair rate of return and not 
that of the present fair value. Authoritative decisions on 
this point are lacking. The question seems for the most 
part to have been ignored. It is referred to by the United 
States Supreme Court in Louisiana Railroad Commission 
v. Cumberland Telephone and Telegraph Company, de- 
cided February 23, 1909.! In this case the court appar- 
ently takes the ground that extensions or improvements 
constructed from the proceeds of the reserve set aside for 
depreciation, are not to be included in the fair value for 
rate purposes. Justice Peckham, however, says: ‘‘We 
are not considering a case where there are surplus earnings 
after providing for a depreciation fund, and the surplus 
is Invested in extensions and additions. We can deal 
with such a case when it arises.” ? 


1 Louisiana Railroad Commission v. Cumberland Telephone and Tele- 
graph Company, 212 U. 8. 414, 424, 425, 427, 29 Sup. Ct. 357, 53 L. ed. 
577, February 23, 1909. 

- 2 For a more complete abstract of this case, see § 424. 
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In Massachusetts the treatment of property constructed 
out of surplus is of special importance, owing to the con- | 
trol that has been exercised for many years over capital-_ 
ization and rates. The Board of Gas and Electric Light 
Commissioners seem to have consistently held to the posi- 
tion that while the property constructed out of surplus 
profits undoubtedly belongs legally to the stockholders, 
equitably it requires a different treatment in a rate case 
from money actually contributed by the stockholders. 
This is shown in the memorandum of the Commission on 
the East Boston petition printed in the ninth annual re- 
port of the Commission, 1894, pages 9-16. The position 
of the Commission is more clearly outlined in the Haver- 
hill petition printed in the sixteenth annual report, 1901, 
pages 9-13. This case was a petition by the mayor of 
Haverhill for a reduction in the price of gas supplied by 
the Haverhill Gas Light Company. The Commission, 
after a hearing, reduced the price from one dollar to 
eighty cents per thousand. In discussing the treatment 
of property constructed out of surplus, the Commission 
says (at page 9): 


The Haverhill Gas Light Company was organized under a 
special charter in February, 1853, and later in that year began 
the supply of gas in Haverhill. Its capital stock was originally 
$45,000, which was increased in 1871 to $75,000. .. . 

It has enjoyed the exclusive privilege of supplying gas to the 
city and people of Haverhill, and, with the exception of a period 
in its earliest history, has been uniformly prosperous. Its 
management appears to have been exceptionally careful and 
conservative, so that, in addition to the payment of an average 
dividend of about 8 per cent., it has accumulated a surplus 
invested in its plant estimated to represent from $275,000 to 
$300,000. It is probable that a part of this will disappear in 
the near future, through the abandonment of existing plant in 
making improvements which are likely to prove necessary for 
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properly supplying the public, but the surplus is much larger 
than can be utilized for any such purpose. 

It is unnecessary at this time to give particular consideration 
to the wisdom or unwisdom of creating a surplus of this size and 
character, but rather to consider how it has arisen and how it 
should be treated as an existing fact. It does not appear that it 
is due to extravagant prices for gas or to a niggardly policy 
toward the public; the prices have in fact been as low or lower 
than in other companies of its class in the State, while the 
quality of the service, so far as the Board has been able to as- 
certain, has been equal to the-best. This accumulation appears 
rather to have been due in part to exceptional care in the man- 
agement and in part to a rapid gain in wealth and population 
in the community supplied. Its growth has been steady through 
a long series of years and not excessive in any single year. Its 
existence thus appears to be due in part to causes over which 
the company has had no control and for which it is entitled to 
no particular credit. Accumulated, as it has been, out of profits 
in the performance of a public service, its existence affords ex- 
ceptional facilities and imposes peculiar duties upon the corpora- 
tion in its relation to the public. 

As the company has applied this surplus to the cost of im- 
proving and enlarging its plant as has been needed to satisfy 
the public demand, the property in which it has been invested 
must otherwise have been represented by new capital contrib- 
uted by the shareholders. Such use of surplus may properly 
be made of substantial benefit to the consumers and share- 
holders alike: to the former, by relieving them of some portion 
of the burden which the investment of fresh capital necessarily 
imposes, by affording the most ready facility for minor exten- 
sions of the company’s lines, for superior excellence in its 
product and by aiding to the most satisfactory performance of 
its varied duties toward the public; to the latter, by strengthen- 
ing the corporation in enhancing the security of the original 
investments of the shareholders, and in bringing to them a tre- 
turn somewhat higher than that to which they might otherwise 
be entitled. Such a surplus is by every principle of law the 
property of the corporation. It has an undoubted legal right to 
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distribute it as a dividend as it is acquired, or pro rata to its 
shareholders in case of liquidation; but, notwithstanding this, 
the circumstances attending its accumulation impose upon the 
company, so long as it continues to exercise the functions of a 
public monopoly, the duty to employ it for the joint advantage 
of the consumers and the corporation. It need not be dealt with 
as the exclusive property of either. 

Fortunately, in the majority of companies of this class in this 
State, the recognition of this duty by the directors has been a 
part of the policy of their management; until recently this has 
been true also of the company in Haverhill. Now, however, its 
policy appears to have undergone a very decided change. | 


The company brought an action in the Circuit Court of 
the United States to restrain the enforcement of the Com- 
mission’s order reducing the price to eighty cents. The case 
dragged along for many years and was finally compromised. 
Another petition asking for a reduction in the price 
charged by the Haverhill Company is now before the 
Commission, and the decision will doubtless hinge largely 
on the treatment of property constructed out of surplus. 
Under the Massachusetts system of regulation, there is an 
argument in favor of the consumer’s equity in the surplus 
which probably could not be so effectively used in other 
states. The laws have since 1894 prevented a capitalization 
of property constructed out of surplus and have required 
the sale of new shares at approximately the market value. 

And with the supervision over rates exercised by the legis- 
lature and the state commissions, it seems probable that if 
a company, such as the Haverhill Gas Light Company, had 
attempted to pay out all its profits in dividends instead of 
using surplus profits for betterments, the legislature or the 
state commission would soon have reduced its rates. 


§ 201. Pennsylvania Supreme Court in Brymer v. Water 
Company, 1897. 
In Brymer v. Butler Water Company, 179 Pa. 231, 36 
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Atl. 249, 251, decided January 4, 1897, it is held that 
additions constructed out of surplus earnings are entitled 
to afair return. J udge Williams says: 


- In determining the amount of the investment by the stock- 
holders, it can make no difference that money earned by the 
corporation, and in a position to be distributed by a dividend 
among its stockholders, was used to pay for improvements 
and stock issued in lieu of cash to the stockholders. It is 
not necessary that the money should first be paid to the stock- 
holder and then returned by him in payment for new stock 
issued to him. The net earnings, in equity, belonged to him, 
and stock issued to him in lieu of the money so used that be- 
longed to him. was issued for value, and represents an actual 
investment by the holder. 


§ 202. Maine Water Plant Condemnation Case, 1902. 

In the case of Kennebec Water District v. City of Water- 
ville, 97 Me. 185, 54 Atl. 6, 17, decided December 27, 
1902, the Supreme Judicial Court of Maine lays down 
rules to govern appraisers in making the valuation of 
property of the Maine Water Company for purposes of 
purchase by the Kennebec Water District. Judge 
vale in his opinion says (at page 17): 


OS RPRE request 13 asks that, if it be found that the com- 
panies have actually received more than reasonable rates for 
the services rendered since operations began, then the amount 
of such excess shall be deducted from the amount to which 
the companies would otherwise be entitled. It is not approved. 
It is sufficient to say that this is not a process of accounting, 
but one of condemnation of property, for which the owner 


3 The court while complying with the provisions of a state statute pro- 
viding for such purchase, appreciates the possible difficulties if not dan- 
gers in attempting to formulate rules which are to be applied to facts not 
yet ascertained. This is the first of two similar cases, the second one being 
that of the Brunswick Water District, decided in 1904. 
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is entitled by statute and constitution to just compensation 
at its present value, without any deduction. 


As noted below in § 795, Judge Savage held the excess 
earnings of earlier years could nevertheless be considered 
in fixing the present fair rate of return. 


§ 203. Interstate Commerce Commission in Spokane v. 
Northern Pacific, 1909. 

In Spokane v. Northern Pacific Railway Company, 15 
I. C. C. R. 376, 415, decided February 9, 1909, the Inter- 
state Commerce Commission states that in determining 
what will be reasonable rates for the future, the Com- 
mission may properly consider that under the rates in 
effect a large surplus has been accumulated in the past, 
but that it should not make rates for the purpose of dis- 
tributing such surplus to the public. Commissioner 
Prouty writing the opinion in this case says: 


We come now to the complainants’ claim that the surplus 
which has been accumulated by these defendants from earnings 
should be first subtracted from the value of their properties 
in determining the amount upon which they may properly earn. 
The contention of counsel is that this surplus is a fund held 
by the railway company as trustee for the public, which this 
Commission should in.some way manage to redistribute to 
the public in the establishment of just and reasonable rates. 
The railway is certainly an agent of the Government in 'the 
~ construction and operation of its property, and it is only al- 
lowed to charge for its services a reasonable compensation. 
Does it from this follow that the surplus of the Great North- 
ern Railway, for example, which is said to be $70,000,000, 
is held by that company in trust for the public? Does it fol- 
low, even, that the value of this property to-day should be 
decreased by $70,000,000 upon the theory that the public 
has paid into the property that amount? 

_ It is well understood that rates by all lines to Spokane from a 
given eastern destination must be the same. We have already 
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held that in establishing a reasonable rate the strongest line 
should not alone be considered; the necessities of the weaker 
line must also be taken into account. In the application of 
this principle it is evident that a rate might be fixed which 
would pay a very moderate return by one line and a very hand- 
some return by the other. Under the operation of these rates 
the Great Northern, by reason of its cheaper construction 
and its easier operation, might accumulate a surplus while the 
Northern Pacific did not. If so, could it be said that the sur- 


plus of the Great Northern had been improperly accumulated 


when its rates had been just and reasonable? Does the mere 
fact of the accumulation of a surplus by a particular road 
show that the rates upon that road have been excessive? 

But assume that they have been. This $70,000,000 to 
which the complainants refer in case of the Great Northern 
surplus is the result of the operations of the Manitoba and 
the Great Northern companies since the year 1880; that is, 
for twenty-seven years. During all that period this surplus 
has been gradually accumulated and has gone into the prop- 
erty. Should the Government to-day take note of that sur- 
plus for the purpose either of so reducing the rates of the 
company that no earnings can be made upon this much of the 
property or with a view to in some sense turn that surplus 
back again into the hands of the public? 

There is no absolute test of a reasonable rate, and the Gov- 
ernment has supplied none. During all this period the excess 
has gone into the property, which has gradually become more 
valuable, and this increased value has reflected itself in the 
market price of the securities of that company. It is impos- 
sible to restore what has been improperly taken in the way of 
excessive rates to those persons from whom it has been re- 
ceived. The Government, under those circumstances, can not 
lay hold on this surplus as a fund held in trust for the public. 

This case strongly illustrates the fact that if any Govern- 
ment tribunal is to do justice between the railway and the pub- 
lic, if it is to feel any confidence in the correctness of its con- 
clusions, its supervision must be continuous and not spasmodic. 


- There must be some point of departure and from that point 
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the knowledge of the Government must be accurate and com- 
plete. After earnings have once been “capitalized’’ and ben- 
efits have been ‘‘conferred,’’ when the various interdepen- 
dent organizations have been perfected, it is impossible to 
either know or to undo. ) 


§ 204. Right to a rate of return adequate to construct better- 
ments. 

In certain rate cases it has been asserted that the public 
utility should in addition to a fair rate of return be allowed 
to accumulate sufficient surplus earnings to construct 
needed betterments. This is primarily a question of rate 
of return and not of valuation but it necessarily leads to 
the question of whether if this is done the investors are 
entitled to a return on the value of betterments thus con- 
structed. This would be clearly absurd. But the advo- 
cates in rate cases of the necessity of providing for better- 
ments out of earnings do not propose any plan by which 
betterments thus constructed will be separated from the 
capital furnished by the owners and upon which they are 
entitled to a fair return. The right to earn a surplus for 
the construction of improvements and extensions was 
persistently contended for in the two cases involving 
general advances in railroad rates in 1911. In Advances 
in Rates, Eastern Case, 20 I. C. C. R. 248, 265, decided 
February 22, 1911, Interstate Commerce Commissioner 
Prouty discussed this question as follows: 


‘It is contended by the defendants, and this is one of the most 
important questions before us, that rates should be sufficient 
to enable them not only to pay their current operating expenses, 
their fixed charges, a reasonable dividend, and to maintain 
their properties at the present state of efficiency, but also 
to make improvements and additions to those properties of 
/a permanent character. Those who oppose an increase in 
these rates answer that improvements of this character which 

add to the permanent value of the property ought not to be 
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paid from the current returns of the railroad, but should rather 
be made out of new capital, and they point to the previous 
decisions of this Commission and to the approval of those 
decisions by the Supreme Court of the United States as con- 
firming that position. 

In Central Yellow Pine Asso. v. I. C. R. R. Co., 10 I. C. C. 
Rep. 505, this Commission had before it an advance in the rate 
on yellow-pine lumber from points of production in the south to 
the Ohio River. This advance was justified by the carriers 
upon the plea that owing to increased cost of operation their 
net returns were insufficient. In examining this matter the 
Commission found that the carriers had charged as a part of 
their operating expenses large sums, which had, in fact, been 
devoted to the purchase of new equipment and to the making 
of permanent improvements to their roadway and structures, 
and held that these items were not properly chargeable as 
operating expenses, for the reason that the shipper of to-day 
could not be properly required to pay the entire cost of an 
improvement or addition which was to be of permanent use. 
The opinion was expressed that sufficient net returns would 
appear if these items of permanent expense had not been in- 
cluded in the cost of operation. 

Suit was brought to enforce the order of the Commission 
that the carriers desist from this advance, and in the Supreme 
Court, Illinois Central R. R. Co. v. I. C. C., 206 U.S. 441, the 
railroads contended that this holding was manifestly errone- 
ous, citing Union Pacific R. R. Co. v. U. S.,99 U.S. 402. The 
court, however, fully sustained the Commission, distinguishing 
that case from the one at bar... . 

The president of the Pennsylvania Company testified that 
since 1887 his company had put into the Pennsylvania lines 
east of Pittsburg $262,000,000 from earnings. During all 
that time this company has also paid to its stockholders mu- 
nificent dividends. Now, to whom belongs this $262,000,000, a 
sum which, according to the statistical report of the Pennsyl- 
vania Railroad Company to this Commission for the year 
ending June 30, 1910, equals nearly two-thirds of the total 
cost of construction of the 2,123 miles owned by that company? 
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Suppose this Commission were required to fix a value upon 
the Pennsylvania lines east of Pittsburg. Could any distince- 
tion be made between this sum which has accrued from the 
operation of the property and what has been paid in from other 
sources? ... 

It is evident that until the status of this surplus is determined 
by legislative action or judicial interpretation, this Commission 
can not properly permit an advance in rates with the intent to 
produce an accumulation of surplus for this purpose. 

It is also said that railroads should be allowed to accumulate a 
surplus for the purpose of providing, for the time being, for the 
interest charge on new capital, which represents an improve- — 
ment which is necessary, and which will finally be profitable, 
but which does not pay an immediate return. 

To this claim within certain limits we assent. In the develop- 
ment of a railroad it must often invest money in permanent 
structures like a passenger station, which will not add for the 
time being to its revenues, although it may do so finally. It 
is reasonable to say that such rates may be charged as will 
permit the accumulation of a fund to take care of cases of this 
sort. But to this surplus fund stockholders should be required 
to contribute by reasonable reduction in dividends. If such 
a system of financing is to be adopted as will render the pay- 
ment of dividends upon common stock as certain as those 
upon preferred stock, then the dividends to the holder of the 
common stock should be no larger. 


This same subject is considered in the opinion of Com- 
missioner Lane in the Western Case decided the same day 
as the above.‘ 


§ 205. Betterments out of earnings—New York Public Serv- 
ice Commission, 1911. 

Re Queensborough Gas and Electric Light Company, 

2P.8. C. 1st D. (N. Y.), decided June 23, 1911, involves 


4 Advance in Rates, Western Case, 20 I. C. C. R. 307, 333, 336, decided 
February 22, 1911. 
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a valuation for rate purposes. Commissioner Maltbie in 
delivering the opinion of the Commission says: 


Furthermore, it is not reasonable to require consumers to 
pay higher rates than they otherwise would be required to 
pay in order that these higher rates may provide funds from 
which to construct additional plant, which becomes the prop- 
erty of the company. Such plant and property is ordinarily 
paid for out of capital, but whether this course is followed or 
the stockholders voluntarily relinquish a share of their divi- 
dends in order to increase the value of their property, has 
no relation to this case. Suffice it to say that the consumer 
should not be required to pay higher rates and thereby make 
a donation to the company or to its stockholders. 


§ 206. Betterments out of earnings—American Telephone 
and Telegraph Company, 1912. 

The report of the directors of the American Telephone 
and Telegraph Company, March 20, 1912, contains a 
statement of the reasons why it is desirable to make 
betterments out of earnings and to maintain liberal re- 
serve funds. In doing so the directors accept the logical 
conclusion that such reserves and betterments shall not be 
used in the future to pay increased dividends to the stock- 
holders but shall constitute a trust to be administered in 
the public interest. The frank acknowledgment of this 
obligation is an unusual feature in the demands that are 
being made for a return adequate to construct needed 
betterments out of earnings. The directors say (at pages 
8-12): 


The main objections urged against an accumulating surplus 
are the following: 

1. That it is provided out of excessive charges to the public 
for service. _ 

2. That it tends to extravagance of operation, on the theory 
that close margins tend to greater economies. 

3. That it affords a way of giving exorbitant and unreason- 
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able dividends to the shareholders by some form of distribution 
of the surplus from time to time. ~ 

The answer to the third objection Feet somewhat on the | 
treatment and ultimate disposition of the unappropriated sur- 
plus reserves. 

If these reserves are to remain-as assets of the company, 7n- 
divisible, inviolable and inalienable except for the purposes above 
mentioned, invested in productive property, it removes the 
strongest and only really tangible ee to surplus of the 
character herein advocated. 

So far as the American Telephone and Telegraph Company 
and associated controlled companies are concerned, the third 
objection can be dismissed with the statement of vet policy, 
which is as follows: 

Except where in the extension of business extraordindin 
risks are taken which entitle them to some extra profit in con- 
sideration of such risks, or the net returns have not been suffi- 
cient to make an adequate return, if any, on the capital, the 
American Telephone and Telegraph Company and associated 
utilities controlled by it are and will be satisfied with reasonable 
average returns on their outstanding capital obligations, which 
compared with other business investments should be. about 
8 per cent., and will not expect or encourage any expectation of 
more than this; and in those excepted instances above referred 
to, they will only ask for that reasonable return which any 
equitable commission or court would award them. 

As to the second objection. The most important and con- 
trolling factors of all charges for service are fixed charges and 
operating expenses. All public service companies not now, will 
soon be under government control and regulation, and all — 
charges and expenditures will be under the close scrutiny of 
these regularly constituted bodies. If this does not pie 
against extravagance, nothing will. , : 

In answer to the first objection, the many and marked pe- 
culiarities of the telephone and telegraph as distinguished trom 
other public utilities justify ample surplus reserves. . . . 

Among the more important advantages to a company of a 
large surplus represented in the fixed assets are the following: 
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It strengthens the company’s credit, enabling the company 
to make its interest and dividend payments uniform and de- 
pendable. 

It enables the company on the strength of this credit to ob- 
tain its capital requirements on the most favorable terms. 

It enables the company to ride out commercial and financial 
disturbances which might otherwise cripple or destroy it. 

It enables the company to maintain at all times the highest 
state of efficiency in its operation, which would be impossible 
for any company which is obliged to adjust its more or less in- 
flexible operating expenses to the constant and inevitable fluc- 
tuations of business. 

It is a reservoir, as it were, which, supplied by a fluctuating 
stream of gross revenue, enables the company to maintain even 
and uniform disbursement for service, maintain a uniform 
operating organization, and that high state of efficiency which 
can result only from a permanent operating force. 

To reduce rates as fast as any surplus is created, to forbid any 
application of revenue to the betterment of plant, to insist that 
new capital shall be provided for such purposes, would never be 
thought of in any private business and should not in any cor- 
porate business, particularly public utilities, subject to other 
regulation and control than that of actual ownership. In in- 
dividual or partnership business all revenue beyond stipulated 
amounts is left in the business, is a.reserve, and in addition 
there is that reserve consisting of the entire assets of the indi- 
vidual. This is the basis of business credits. 

The only sound conclusion that can be reached after full con- 
sideration of all the various phases and factors of the problem 
is, that ample reserves should be provided to meet. not only 
probable happenings but possible happenings, and that such 
reserves should be so invested that whatever increment or 
revenue is to be derived from the amounts unexpended or not 
used for the purposes intended will go to the public in reduction 
of charges for or in improvement of, service, and that the value 
of a public utility plant should be represented by a relatively 
small percentage of outstanding securities calling for fixed 
charges. 


CHAPTER X 
Unused Property 


§ 210. Discarded property. 
211. Discarded property—Wisconsin Railroad Commission. 
212. Inclusion of river intake and filter galleries, Wisconsin. 
213. Discarded property—Des Moines Gas Rate Case, 1896. 
214. Land acquired in advance of present need—New York Public 
Service Commission. 
215. Land—San Francisco Water Rate Case, 1908-1911. 
216. Excessive investment in plant. 
217. Excessive investment—New Jersey Chancery Court, 1905. 


§ 210. Discarded property. 

Usually in any large public utility enterprise that has 
been in operation for a considerable time there are various 
items of discarded property. A certain station site has 
been abandoned and is being held until it can be disposed 
of to good advantage. A car has been discarded but has 
not actually been sent to the scrap heap. The Wisconsin 
law provides that the commission shall value property 
‘‘used and useful for the convenience of the public.”” This 
is a good statement of the principle, whether the valuation 
is for rate purposes or for purposes of public purchase. 
Property that has been discarded and is no longer “ used 
or useful for the convenience of the public ’”’ should not be 
included. Though the principle is clear it is rather diffi- 
cult of application. A certain degree of use may be 
claimed for any piece of property. A valuable lot may be 
used for storage. An old car may be used in an emergency. 
In so far as such claims are true they must be allowed for. 
The value allowed, however, should not be based on cost 
of reproduction but on the actual value to the company of 
the service rendered. A valuable lot used for storage 
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purposes when a cheaper lot would answer the purpose 
should be included at the value of the cheaper lot. A 
power plant not used but held for a possible emergency 
should be included at the value of such emergency service. 


§ 211. Discarded property—Wisconsin Railroad Commission. 

In the LaCrosse Gas and Electric Company Case, 8 
W. R. C. R. 138, 164, decided November 17, 1911, the 
Wisconsin Railroad Commission holds that when unused 
property may be disposed of without affecting the busi- 
ness, the only warrant for its retention is expected savings 
and additional net income. This being the case, an addi- 
tion to the physical value of the plant for non-operating 
property can be justified for rate-making purposes only 
when the income expected therefrom is added to the actual 
income or is deducted from the operating expenses. The 
Commission says (at page 164): 


No evidence was furnished that shows that anything in- 
cluded in table II is required for the operation of the appli- 
cant’s plants. While it is claimed by the applicant that cer- 
tain items, especially the ammonia concentrator, may be used 
in the near future, we do not find that the present business 
nor its immediate prospective growth would in any way be 
materially affected by the disposal of this equipment. If the 
ammonia concentrators are retained by the company and are 
operated at some future time, then the saving or profit that 
may be derived therefrom should offset the interest, deprecia- 
tion and operating costs of the same. When such non-operating 
property is held by a utility, the only warrant for its reten- 
tion is expected savings and additional net income. This 
being the case, an addition to the physical value of the 
plant for non-operating property can be justified for rate-making 
purposes only when the income expected therefrom is added 
to the actual income or is deducted from the operating ex- 
penses. Therefore, whether or not this non-operating equipment 
may profitably be kept on hand, is a matter which need not 
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be passed upon for the purposes of this case; the relative econ- 
omy of holding non-operating property as against purchases 
at such time as the equipment in question may be needed, is 
a matter concerning which the management must use its own 
judgment. The simplest equitable method would be, it seems, 
not to consider these investments in the determination of rates. 


In the case of the application of Darlington Electric Light 
and Water Power Company, 5 W. R. C. R. 397, decided 
June 17, 1910, involving the valuation of an electric light 
and power plant for rate purposes the Commission held 
as follows: 1 


Where equipment not actually part of the producing plant 
has been retained and serves as an emergency or reserve unit, 
it is properly included. as property used and useful in serving 
the public. Equipment, however, which has been cast aside 
for larger units, more adapted to the present use of the plant, 
or which has been abandoned as impracticable, cannot be in- 
cluded as a part of the valuation serving as a basis for adjust- 
ment of rates. 


The case of City of Appleton v. Appleton Water Works 
Company, 5 W. R. C. R. 215, 240, decided May 14, 1910, 
involves the valuation of a water plant for rate purposes. 
The Commission says: 


The wells in question appeared to have been the original 
source of water supply for respondent’s plant, but their use 
seems to have been discontinued when the river intake, filters 
and reservoir were added to the plant. As these wells are no 
longer used or useful for service, they must be eliminated from 
the valuation. The statute limits the scope of the investiga- 
tion to ascertaining the value of the active property of tke 
utility. : 


§ 212. Inclusion of river intake and filter galleries, Wisconsin. 


Re Manitowoc Water Works Company, 7 W. R. C. R. 


1¥For a discussion of this general problem, see also City of Beloit »v. 
Beloit Water, Gas and Electric Co., 7 W. R. C. R. 187, 234, July 19, 1911. 
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71, 80, decided June 27, 1911, involves the valuation of a 
water plant for purposes of municipal purchase. The city 
objected to the inclusion of the value of the river intake 
as inadequate for the purpose intended and at present 
neither used nor useful. The Commission, however, in- 
cluded the intake in the valuation. The Commission 
says (at page 80): 


The company was required and compelled by the city to 
build this intake. From the point of view of fire protection 
its construction was also a step in the right direction. 

It further appears that the city built or authorized to be built 
the sewers which empty into the river above the river intake. In 
short, while compelling the company to build the intake, the 
city seems to have made no effort to protect the water above 
it from becoming contaminated and from rendering the use 
of the intake a menace to the public health. The presence 
of the sewer outlets and the consequent pollution of the river 
water is a matter over which the company had no control and 
for which it is in no way responsible. 

As a matter of simple justice it would hardly seem fair to 
deprive the company of the value of property which it in- 
stalled at the order of the city and which the city failed to 
protect and rendered valueless by its own actions. In other 
words, if the intake is of comparatively little value to-day, 
it is so because of conditions for which the city is in a large 
measure responsible. To entirely exclude it from the valuation 
would, for these reasons, hardly seem fair. 


In this same case the city objected to including the value 
of filter galleries, claiming that these galleries were not a 
necessary and useful part of the equipment of the plant. 
The Commission says (at page 79): 


Some effort was made by the city to have the value of the 
galleries excluded from the valuation of the plant, on the 
grounds that they were not useful or valuable as a part of the 
system. It appears that the original plans called for the con- 
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struction of these galleries as the water producing feature of 
the plant. It appears further that the galleries failed as a source 
of supply and that they have since been used as storage reser- 
voirs. . 

As a means of storing water these galleries appear to be used 
and useful as a part of the plant. Furthermore, as previously 
described, these galleries constituted a part of the experimen- 
tal work conducted to secure a source of supply, and it would 
seem that the cost of the galleries should be a legitimate charge 
to the construction or a part of the investment necessitated 
in the building of the system. In view of these facts it seems 
only just that the cost of these galleries should receive con- 
sideration herein. In the light of the investigations made, it 
is believed that the staff’s figures should stand. 


§ 213. Discarded property—Des Moines Gas Rate Case, 
1896. ; 

In Capital City Gaslight Company v. City of Des 

Moines, 72 Fed. 829, 844, decided January 8, 1896, the 


court says: 


Defendant insists that a part of the present gas plant is 
not only unnecessary for present use in supplying gas in Des— 
Moines, but also for probable use in the near future, and that 
that part of the plant devoted to manufacture of coal gas 
should not be included in any computation for determining 
the money value, or in any basis used for determining on what 
plaintiff may rightfully ask income or profits. The fact that 
plaintiff has at Des Moines, in operation, two distinct or 
separate parts of its gas plant,—one for manufacturing coal 
gas, the other for water gas,—has served to increase greatly 
the difficulties attending a decision of this matter. If I re- 
member rightly, all the witnesses agree that, the coal-gas 
plant having been erected and being on the plaintiff’s ground, 
they would not recommend its destruction. There exists a 
marked difference of opinion among the experts as to whether, 
if erecting a new plant, they would advise such coal-gas plant 
to be included as a part of it. The trend of proof is to the 
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effect that the later-built plants are almost exclusively for 
the manufacture of water gas. But on this point I am not 
satisfied that it would be improper to include the coal-gas 
plant, and therefore, for present hearing, retain it as a part 
of the property to be considered in our calculations as to 
rates. But its retention complicates the decision herein, for 
there is thus retained an element whose exclusion would take 
with it many obstinate and preplexing questions. Returning 
to the attempt to ascertain the cost of present reproduction 
of plaintiff’s gas plant, or rather of a gas plant which shall be 
equally efficient and capable in supplying gas to the defend- 
ant and its citizens, and examining the proof for that purpose 
as introduced by plaintiff and defendant, I conclude that suit- 
able and proper real estate could be obtained, and such plant 
erected, mains laid, etc., with same efficiency to meet demands 
of the city as that now possessed by plaintiff, for $400,000. 
The experts sworn on plaintiff’s behalf have varied in their 
figures from about $450,000 to about $500,000. From these 
estimates must be taken that part of the present plant which 
was used for fuel gas, and is now not available for present use; 
also, the overestimate by them made on the real estate; and 
also making allowance for storage capacity on the holder last 
erected beyond what seems, under present circumstances, 
profitably necessary. On the whole proof, I reach the con- 
clusion above announced. 


§ 214. Land acquired in advance of present need—New York 
Public Service Commission. 

An exceptionally clear and illuminating discussion of 
the treatment of land acquired in advance of present need 
is contained in the opinion of Commissioner Maltbie in 
the case of Mayhew »v. Kings County Lighting Company, 
2P.8. C. 1st D. (N. Y.) —, decided October 20, 1911. 
This is a rate case. Commissioner Maltbie applies the 
general theory first worked out by him in the Queens 
Borough Gas and Electric Light Case, 2 P. 8. C. Ist D. 
(N. Y.) —, decided June 23, 1911, in regard to the treat- 
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ment of appreciation in land value as income, and this 
very greatly simplifies the problem of land ee in 
advance of present needs. He says: 


As to the amount of a9 which should be appraised at a 
fair value, two solutions may be suggested. One cause for the 
appraisal of the land that is actually needed at the present time, 
leaving the company free to carry additional land, or to make 
no such provision, as it chooses. If this solution were followed 
and if the company did purchase land that was not needed, any 
profit or loss which would thereby arise would not be a factor 
to be considered in a rate case. The company would be en- 
titled, however, to earn a fair return from some source upon 
the fair value of the land actually and necessarily used. 

The other method requires the appraisal of all land whether 
used for gas purposes, held in reserve or purchased for other 
reasons. If this plan were followed, the income from all land, 
whether through the sale of gas, rentals or the increase in value 
from year to year, would be a part of the income of the com- 
pany and considered in determining the rate to be charged 
for gas. 3 

Prudent management may require that land shall be pur- 
chased in advance of actual needs, for it may be clearly im- 
possible to secure adjacent property just as it is needed at 
reasonable terms. Upon the other hand, it would be unwise for 
the Commission to adopt a policy that would encourage a com- 
pany to speculate in land ad infinitum and to call upon the gas 
consumers to pay its losses. Even if they were to share in the 
profits, it would be unwise, for the purpose of a gas corporation 
is not speculation in land, but to supply gas to consumers. The 
distribution of gas is a quasi-public function, and for this reason 
gas corporations have been given unusual powers. Speculation 
in land is not such a function. But if a company does acquire 
more than is immediately necessary, and if such acquisition is 
reasonable and wise, the consumers, who, under such circum- 
stances, must carry the burden, should also share whatever 
gains may accrue from such ownership. It is the opinion of the 
Commission that a company should be allowed reasonable lat- 
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itude, that it should not be penalized for purchasing land some- 
what in advance of its needs and that the resulting revenue or 
profit, being a necessary adjunct of the distribution of gas to 
the extent that the property itself is a part of the gas property, 
shall be considered part of the income of the company. 

Applying these principles to the facts in this case, it is clear 
that the land which is not used even in part for gas purposes 
should be excluded from consideration; it should not be included 
among the property upon which a fair return is to be earned, 
and the income therefrom should not be treated as part of the 
income of the company for the purposes of this case. Probably 
the other parcels contain more land than is needed. However, 
if these be included in their entirety in “fair value,” and if all 
rentals, increase in value and other income therefrom be placed 
in the income account, the result will not vary materially from 
that obtained from the strict application of the above principles. 
In view of this fact, and the fact that fewer complications are 
encountered in applying this plan, the simpler method has been 
followed in this case. 


§ 215. Land—San Francisco Water Rate Case, 1908-1911. 

In the case of Spring Valley Water Co. v. San Francisco, 
165 Fed. 667, 697, decided October 7, 1908, District Judge 
Farrington said: 


It is not just to compel consumers to pay for more than they 
receive, or to pay complainant an income on property which 
is not actually being used in gathering and furnishing water. 
If in this case the company, in anticipation of the growth of 
the city and its future needs, acquired property for future 
use at a cost of hundreds of thousands of dollars which is 
now worth millions, it has acted wisely, but it should be sat- 
isfied with the goodness of its bargain and the enhanced value 
of its property, without asking in addition gratuities from 
its customers in the way of higher rates. When the property 
does come into necessary service, the company is entitled to 
have it credited at its then fair and reasonable value for rate- 
fixing purposes. 
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As a result of the above hearing a preliminary injunction 
was granted against the enforcement of the ordinance 
of fixing water rates. The same judge in 1911 made the . 
injunction permanent and in the valuation approved these 
unused lands and water rights were again excluded.’ 


§ 216. Excessive investment in plant. : 

Every plant when constructed is designed to meet the 
requirements of a number of years growth. Every im- 
provement and extension is designed with the same pur- 
pose. This is a rudimentary principle of economical con- 
struction. Unless growth is adequately provided for, the 
loss from inadequacy will be enormous. In a starting 
plant the necessity for a much larger investment than that 
required to take care of immediate business is one of the 
chief causes of low returns during the first years. This 
is sometimes referred to as the cost of establishing the 
business (see below, § 636). It is not considered wise or 
practicable to fix rates so high that the enterprise will pay 
a fair return on the entire investment from the start. It 
is believed that with increased business the reduced per 
unit cost will permit the investors to make up for the low 
returns of the first few years. In any live plant there 
must always be room for growth—always capacity to 
take on more business. The investment necessary to se- 
cure this surplus capacity is a reasonable part of the 
present cost of service. 

The case of Des Moines Water Company v. City of Des 
Moines involves the valuation of a water plant for rate 
purposes. The master in his report of September 16, 1910, 
Says: 3 


2 Spring Valley Water Works v. San Francisco, 192 Fed. 137, October 21, 
1911. 

3 Des Moines Water Co. v. City of Des Moines, No. 2468, in equity, 
United States Circuit Court, Iowa Southern District, Central Division, 
Report of George F. Henry, Master in Chancery, filed September 16, 1910. 
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In ascertaining this actual or reproductive value, the com- 
pany has the right to anticipate the growth of its business 
and to be allowed a proper return on a plant of sufficient ca- 
pacity for such growth. 


Sometimes, however, expectations in regard to future 
growth are not realized and the enterprise has been 
saddled permanently with a much larger investment than 
the business warrants. In such cases the consumer ought 
not to be required to pay profits on capital thus unwisely 
sunk. Under our theory of private ownership the investor | 
takes the responsibility of determining the amount and 
character of investment. If he constructs a plant where 
it is not needed or seriously misjudges future growth, he 
should stand the loss. Considerations of this nature are 
involved in the case of City of Racine v. Racine Gas Light 
Company, 6 W. R. C. R. 228, 229, decided January 27, 
1911. This case involved the valuation of a gas plant for 
rate purposes. The engineers found after a thorough in- 
vestigation that the plant was larger than the demands of 
the business required and that the increased investment 
did not for the most part result in more economical opera- 
tion. Under these conditions it was held by the Wiscon- 
sin Railroad Commission that the situation in this respect 
is such that it is far from clear whether it would be equi- 
table to all concerned to fix rates in this case, the receipts 


- from which would return interest and profit on the cost of 


reproduction of the plant at as high rates as those which 
might ordinarily be regarded as adequate in cities of this 
size. 

In San Diego Land and Town Company »v. Jasper, de- 
cided April 6, 1903, the United States Supreme Court 
clearly decides that excessive investment shall be ex- 
cluded. Justice Holmes says: * 


4San Diego Land and Town Co. v. Jasper, 189 U. S. 439, 446, 447, 
23 Sup. Ct. 571, 47 L. ed. 892, April 6, 1903. 
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If a plant is built, as probably this was, for a larger area 
than it finds itself able to supply, or, apart from that, if it 
does not, as yet, have the customers contemplated, neither 
justice nor the Constitution requires that, say, two-thirds 
of the contemplated number should pay a full return. The 
only ground for such a claim is the statute taken strictly ac- 
cording to its letter. . . . If the original company embarked 
upon a great speculation which has not turned out as expected, 
more modest valuations are a result to which it must make up 
its mind. 


§ 217. Excessive investment—New Jersey Chancery Court, 
1905. 

The case of the Long Branch Commission v. Tintern 
Manor Water Company, decided November, 1905, in- 
volves the valuation of a water plant for rate purposes. 
In this case the water plant had been constructed with a 
view to the demands of a fifty-year growth. The court 
deducted $130,000 from a total cost of $1,400,000 in view 
of the fact that certain portions of the plant were larger 
or more expensive than was reasonably required. The 
court does not hold, however, that the company is not en- 
titled to a return on an investment large enough to take 
care of growth for a reasonable period. The court says: ® 


It is admitted that the new works are supposed to be amply 
sufficient, both as respects the supply of water and the size 
of the principal mains, to supply the region within its reach 
for 50 years to come. Indeed, the size and costliness of the 
plant is a matter of complaint by the complainant, and it 
insists that it should not be called upon or required to pay 
rates for water sufficient to pay a fair return for so great an 
expenditure. There is a measure of soundness and justice in 
this contention. The inhabitants of the borough of Long 


6’ Long Branch Commission v. Tintern Manor Water Co., 70 N. J. Eq. 
71, 62 Atl. 474, 477, 479, 480, November, 1905, Court of Chancery of New 
Jersey. 
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Branch ought not to be compelled to pay water rates adjusted 
to pay an income on a greater outlay in a plant than is rea- 
sonably needed for its supply. ... The supplying company 
is, aS we have seen, under obligation to keep in advance of 
the present demand and take liberal account of the probable 
increase of demand due to increase of population. . . . These 
considerations lead to the conclusion that the water company 
when it starts with new works, or a large addition to the orig- 
inal supply, is entitled to an income therefrom somewhat 
greater than what is due to the cost of work sufficient merely 
to meet the present demands. I say ‘‘somewhat greater’’ for 
I do not mean to be understood as holding that capitalists 
ought to expect an immediate compensatory income from an 
enterprise of this character. But on the other hand it would 
be manifestly unjust to expect them to invest their money in 
a pliant necessarily larger than present demands require and 
take as income therefor such a sum as would satisfy an invest- 
ment sufficient to meet present demands. For here comes 
in again, with great force, the consideration previously men- 
tioned, that the municipality cannot bind itself for more than 
10 years; and, in fact, need not bind itself at all for any period, 
and it holds in its hand the absolute power to oust the water 
company at any time it shall so choose and may exercise that 
power as soon as by the increase of population and demand, 
the investment by the capitalists shall have become actually 
profitable. This is one of the risks spoken of and provided 
for by the Supreme Court of Maine. ... Defendant admits 
that its plans were adapted to a future estimated growth of 
50 years. Mr. Sherrerd says, and I agree with him, that 50 
years is too long for a forecast. He fixed 30 years as the usual 
limit. 


CHAPTER XI 


Average Price v. Present Price 


§ 230. Method followed by Wisconsin Railroad Commission. 
231. Michigan and Minnesota railroad appraisals. 
232. Rule that neither the highest nor lowest prices should govern. 
233. Average price for period equal to construction period. 
234. General considerations. 


§ 230. Method followed by Wisconsin Railroad Commission. 

The general method followed in the appraisals of the 
Wisconsin Railroad Commission is described by Prof. 
Wm. D. Pence, Engineer to the Wisconsin Railroad 
Commission and Wisconsin Tax Commission, as follows 
(at page 51):} 


In order to avoid extreme variations in unit prices due to 
the fluctuations in market quotations and also with a view to 
approximate as closely as practicable the conditions which 
usually prevail in building up public utilities properties, it has 
been the practice of the staff to use average prices for a term 
of years rather than to apply the current quotations or unit 
costs prevailing at the actual date of inventory. For this 
purpose the average price for the five-year period immedi- 
ately preceding the date of valuation has been used whenever 
in the judgment of the staff such rule was practicable. 


The Wisconsin Commission discussed this matter at con- 
siderable length in Hill v. Antigo Water Company, 3 W. ~ 
R. C. R. 623, 639, 640, decided August 3, 1909: 


While there is thus a great deal to be said in favor of using 
current prices in determining the cost of reproduction new 


1“ Work of the joint engineering staff of the Wisconsin Tax and Rail- 
road Commission,” by Wm. D. Pence, in Engineering Record, Vol. 59, 
pp. 10, 49, 73, January 2, 9, 16, 1909. 
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and the present value of the plant, it would seem to be clear 
that what has thus been said would apply with greater force 
when the plants are valued for the purposes of being taken 
over by the municipality, than when privately owned plants 
are valued for rate-making purposes. Rates based upon val- 
uations that rest on current prices, would necessarily have 
to be changed with all changes in these prices. . . . 

In order to secure the greatest possible permanency in the 
rates, it is necessary that the valuation upon which they rest 
should be subject to the fewest possible fluctuations. This 
desired stability in the valuation can usually be obtained by 
carefully computing it upon the average prices for a term of 
years of the various factors that enter into the plant. Just 
how long a period should be chosen for this purpose cannot be 
stated offhand. But a little investigation will readily disclose 
the usual or normal price in each case. 


In City of Appleton v. Appleton Water Works Company, 
5 W.R. C. R. 215, 229, decided May 14, 1910, the Com- 
mission says: 


If the standard by which the reasonableness of charges is to be 
determined should fluctuate with the market prices of material, 
labor and land, no schedule of rates could be established for 
any length of time, for, under the circumstances, a rate that 
would be reasonable to-day might be very unreasonable to- 
morrow. ‘The principles of the law applicable to the subject 
certainly involve no such absurd consequences. 


In this case the Commission includes an extended state-_ 
ment from its engineers as to the basis they have used in 
determining unit prices. This statement contains a chart 
showing fluctuations in prices of cast iron water pipe and 
a comparison of monthly prices with one year, five year 
and ten year averages. The above were both rate cases 
but in 1911 the same principle is applied to the valuation 
of a water plant for purposes of municipal purchase. Re 
Manitowoc Water Works Company, 7 W. R. C. R. 71, 85, 
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decided June 27, 1911. The following is from the decision 
of the Commission: 


Whether the prices should be based on a ten year average, 
five year, two year, or one year average, may properly be a 
matter for consideration and will perhaps be open to argument, 
but in view of facts as regards the variation of current prices 
from month to month, it does not appear just or reasonable to 
allow current prices to govern in the determination of value, 
either for the purpose of sale or rate making. Based on a one 
year or upon a two year average basis, it appears that the unit 
price will be lower in this case than when the five year average 
is used. This fact should, perhaps, be given weight in arriv- 
ing at the valuation considered herein. 


§ 231. Michigan and Minnesota railroad appraisals. 

In the Michigan railroad appraisal of 1900 and 1902, 
the unit prices used were fixed by determining the average 
price for a term of years, usually five. This appraisal was 
for tax purposes. Henry Earle Riggs, an engineer con- 
nected with the Michigan appraisal, in his paper on 
Valuation before the American Society of Civil Engi- 
neers, says: ” 


As a basis, the average of either 5 or 10 years should be used. - 
in preference to current prices on all such material and equip- 
ment as is fairly stable. Rail, and all forms of rail structures, 
machinery, locomotives, cars, etc., can be reduced to such a 
unit that averages can be secured which will eliminate the 
error due to a period of extreme high or low prices. 

In the case of such materials as lumber and ties, the price 
of which has been steadily rising due to the growing scarcity 
of the material, a price based upon a long average is unfair 
to the corporation, and it would appear to be proper to use 
current prices. There can be no hard-and-fast rule which will 


2In Proceedings American Society of Civil Engineers, November, 1910, 
p. 1506. 
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be applicable to all appraisals. The unit prices must be such 
_ reasonable figures as can be sustained in Court. 


Dwight C. Morgan, engineer in charge of the Minnesota 
railroad appraisal of 1908, states that in this appraisal 
the ‘‘question was raised as to using average prices for 
labor and materials for a five year period; and in deference 
to the wishes of the representatives of the railways, it was 
agreed that the average prices prevailing for the year 1905 
should be employed.” He says that a review of prices for 
the five year period ending June 30, 1907, shows that the 
prices prevailing for the year 1905 are in most respects as 
near the average for the five year period as practicable.* 
This valuation was made by the Minnesota Commission 
with a view to its use for rate purposes. 


§ 232. Rule that neither the highest nor lowest prices should 
govern. 
The Iowa Supreme Court in a gas rate case holds that 
neither the highest nor the lowest prices should govern. 
The court says: 4 


In estimating the value of the cast-iron mains and pipes, 
computation was made in behalf of the company at $32.50 
per ton; a reduction being allowed from the price of Decem- 
ber, 1906, of $5.50 per ton for depreciation. The record in- 
dicates that the price taken was the highest at which mains 
and pipes had ever sold, and that these ranged in previous . 
years down as low as $18 per ton. The pipes were not avail- 
able for the market, and, in estimating their value in the ground, 
the price of iron on the particular day the ordinance was en- 
acted ought not to be seized upon as the criterion of value, 
whether it were the highest or lowest price. No one in calcu- 


3 See Annual report, Minnesota Railroad and Warehouse Commission, 
1908, p. 21. 
4 Cedar Rapids Gas Light Co. v. Cedar Rapids, 144 Ia. 426, 120 N. W. 
966, 970, May 4, 1909; affirmed 223 U.S. 655, March 11, 1912. 
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lating on the value of a similar plant would adopt such a rule. 


The cost of the pipe, the prices at which it ordinarily had | 


sold, in connection with present prices, should be considered 
in connection with depreciation by inevitable decay. 


In the appraisals made by the New York Public Service 
Commission for the First District the unit figures are 
averages for several years where there has been much 
fluctuation in prices. Unless there is considerable fluctua- 
tion, present prices are taken. 


§ 233. Average price for period equal to construction period. 

In the rules laid down by the Supreme Judicial Court of 
Maine to govern appraisers in appraising a water plant for 
purposes of condemnation it is stated that reproduction 
cost shall be based on the normal or average price for a 
period of years prior to the date of taking, corresponding 
to the probable period of construction. Judge Savage 
says: ° 


It is suggested that in fixing the value on January 1, 1904, 
allowance must be made for the fact that a plant ready to be 
delivered on a given date must have been commenced a con- 


siderable time before, certainly. When we say ‘‘present prices” 


we mean prices within a period necessary for construction. 


Henry L. Gray, Engineer to the Railroad Commission of 
Washington, in describing an appraisal of the Seattle 
Telephone Companies, discusses the question of the use 
of average price or prevailing price: ° 


In preparing such appraisals, it has frequently been the 
custom to use the average of prices prevailing during several 
years previous, this method being based upon the assump- 


t 


tion that the number of years selected would cover the con- 


6 Brunswick and T. Water District v. Maine Water Co., 99 Me. 371, 
59 Atl. 537, 542, December 14, 1904. 
®° In Engineering and Contracting, May 3, 1911, pp. 520, 521. — 
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struction period. The wisdom of so selecting prices has not 
been clearly demonstrated. If the plant is new, and actually 
was.constructed during the years selected, then the advantage 
is obvious, but if the date of appraisal is remote from the date 
of construction, why average a number of prices that bear no 
relation to the actual cost, or the prevailing prices? It is equally 
fair, and much more convenient to assume that the date of 
the appraisal represents the beginning of the construction 
period, rather than the end. It may be well said that the 
past years exhibit the prevailing cost of work, while those of 
the future do not. Nevertheless, it should be borne in mind 
that practically all the material will be contracted for at the 
beginning of the work, and that labor costs are not apt to 
yary materially in three or four years. After all, the probable 
construction period is an assumption, either way it is taken, 
and the folly of splitting hairs over assumptions, and entail- 
ing a great deal of additional work, should be evident, partic- 
ularly when it is remembered that the cost of reproduction 
is only one element of the value. 


§ 234. General considerations. 

If it is desired to base fair value on the reproduction 
method in its strictest form, present prices are doubtless 
the more logical. If the problem is, what will it cost to-day 
to replace the existing plant, the prices of to-day will 
naturally be used. The theory that an average for a 
period of years preceding equal to the assumed con- 
struction period shall be used has difficulties, certain of 
which have been pointed out above by Mr. Gray (§ 238). 
Moreover, price movements are quite frequently in long 
cycles and therefore present prices may be nearer the 
average for the next few years than would be an average 
based on the past few years. On the other hand it is clear 
that a process of averaging by five or ten year periods 
greatly reduces the fluctuation in price level. A curve 
showing monthly prices averaged annually is uneven, 
while with each lengthening of the period to two years, 
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five years and ten years, the curve is smoothed out and 
the variations from year to year correspondingly reduced. 
This is brought out clearly by a chart published by the 
Wisconsin Railroad Commission in City of Appleton ». 
Appleton Water Works Company, 5 W. R. C. R. 215, 
decided May. 14, 1910. If the reproduction method is 
used not as an end in itself but as a means of finding a 
fair and equitable basis for determining the relations be- 
tween the investor and the consumer, a modification re- 
ducing the effect of price fluctuations is not inconsistent. 
A five year average is good but in certain cases a ten year 
average is probably better. 
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290. Contractor’s profit—Valuation of Falmouth, Mass., water plant. 

291. Interest during construction. 

292. Interest—Minnesota Railroad Rate Case, 1911. 

293. Interest—Oklahoma Telephone Rate Case, 1911. 

294. Interest—Wisconsin Railroad Commission. 

295. Interest—St. Louis Public Service Commission, 1911. 

296. Interest—New York Public Service Commission, First District, 
1911. ; 

297. Interest—State railroad appraisals. 

298. Interest—Massachusetts appraisal of N. Y., N. H. & H. R. R., 

Stoll 

299. Promotion and organization. 

300. Promotion—St. Louis Public Service Commission, 1911. 

301. Promotion—New York Public Service Commission, Second District, 
1908. 

302. Promotion—New York Public Service Commission, First District, 
1912. 


§ 240. Introductory. 

Under the term overhead charges as here used are in- 
cluded percentages on the cost of reproduction for the 
following purposes: 

1. Engineering and superintendence. 

2. Contingencies. 

3. Contractor’s profit. 

4. Interest during construction. 

5. Legal and general expense, company organization, 
taxes and insurance. 

6. Promotion. 

Bond discount, working capital, piecemeal construction, 
adaptation and solidification, franchise and going con- 
cern while sometimes classified with overhead charges have 
not been included here but have been made the subject 
of separate chapters. Brokerage is treated with bond dis- 
count in chapter 13. In a few appraisals, however, an 
allowance for brokerage has been included with overhead 
charges so that the tabulated overhead charges contained 
in this chapter contain a few brokerage allowances. A 
comparison of percentage allowances for overhead charges 
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is very difficult owing to the fact that specific percentages 
for specific purposes apply to different items of the in- 
ventory in different appraisals. In the following tabula- 
tions of overhead charges the percentage allowance has 
been placed on a comparable basis by giving the allowance 
in terms of percentage of inventory cost. The inventory 
cost is a term used to denote the total cost less all over- 
head charges. It is the cost of all of the items of the ap- 
praisal inventory prior to the addition of the overhead 
charges. But even with the greatest care to reduce per- 
centages to a comparable basis, great caution 1s necessary 
in making comparisons. It is possible that in certain 
cases the unit prices taken include certain overhead 
charges. For example the unit prices may or may not 
include a subcontractor’s profit. In the earlier appraisals 
the question of overhead charges received little considera- 
tion, but with the more intensive study of valuation 
problems there has been a remarkable development in 
the classification and amount of overhead allowances. It 
is a question whether the present swing of the pendulum 
is not fully as strong in the direction of excessive allow- 
ances as it has previously been in the opposite direction. 
The more equitable application of the reproduction 
method assumes reproduction at present or average 
prices but under the actual physical conditions and con- 
ditions as to overhead expense under which the existing 
plant was actually and necessarily constructed. In most 
cases a company should be able to substantiate its claims 
for overhead allowances by actual vouchers and other 
- records of such expenses incurred in the construction of 
the plant. There is no necessity for leaving this matter 
entirely to expert opinion as to such costs, based on some- 
what hypothetical conditions of assumed reconstruction. 
This seems to be the position adopted by the St. Louis 
Public Service Commission (see §§ 295, 300). The Wis- 
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consin Railroad Commission has taken a conservative 
position in this matter and while allowing percentages for 
overhead expense considerably above customary per- 
centages in the earlier appraisals, has resisted the recent 
trend toward high estimates (see § 262). Though there 
can be no question as to the existence and necessity for 
these overhead expenses there are a few decisions that 
seem to question their validity. Thus in the rate case, 
Cedar Rapids Gas Light Company v. Cedar Rapids, 144 
Ta. 426, 120 N. W. 966, 970, decided May 4, 1909, the 
Iowa Supreme Court says: 


Included in plaintiff's estimate of values are: Interest on 
. capital during construction, $22,415; promotion and organiza- 
tion, $14,943.69; and engineering, $18,679.61. These are 
mere estimates of what might be expended for these purposes 
in the construction of a new plant. Of course, all the money 
required would not necessarily remain idle during construc- 
tion, and the witness admitted that the only expense for pro- 
motion and organization he could think of would be attorney’s 
fees in preparing proper papers. The expense for engineering 
was said to be the percentage taken into consideration by those 
contemplating such enterprises. Manifestly these estimates are 
largely speculative. Nothing can be allowed for the promo- 
tion and organization of the company, for it is immaterial by 
whom the plant may be owned in estimating its value. 


To the same effect are the remarks of U. S. District 
Judge Evans in the rate case, Cumberland Telephone 
and Telegraph Company v. City of Louisville, 187 Fed. 
637, 646, 647, decided April 25, 1911: 


First, what are called ‘‘overhead charges,” which are made 
up of various items of expenses incurred in the organization - 
of the company and its work, the details of which need not 
be stated, but which it is-claimed could not be avoided, and 
which enter, as is insisted, into the present value of the plant. 
These charges amounted to $90,000. : .. 


\ 
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“Overhead charges”’ consist of expenses much of which were 
incurred long ago. Probably those expenses may have aided very 
materially in increasing the present value of the plant. That 
present value we must ascertain, but it does not follow that 
“overhead charges’? as a separate item should be included 
as such. It seems to us that they are too intangible to be 
available for that purpose. 


§ 241. Appraisal of Chicago surface railways, 1906. 

The property of the Chicago City Railway Company 
and of the Chicago Union Traction Company was ap- 
praised in 1906 by the Traction Valuation Commission 
consisting of Bion J. Arnold, Mortimer E. Cooley and 
A. B. DuPont. The appraisal was made under the au- 
thority of a committee of the city council and was used 
as the basis of the franchise settlement ordinances passed 
February 11, 1907. The Traction Valuation Commission 
explains its allowance for overhead charges as follows:! 


In computing the values of the physical properties of the 
companies, your commission has recognized the usual prac- 
tice of engineers and financiers in respect to percentages to 
be added to the various items of an estimate so that the total 
may fairly represent the sum required to be invested in order 
to bring the properties to an operative condition. 

These percentages applied to different parts of the estimate 
include organization, engineering, superintendence, and _ inci- 
dentals, the latter item including contractor’s. profits, when 
such are justly a part of the estimate. The total for this group 
of percentages varies on the different items from 5% to 15%, 
as set forth in detail in connection with the items themselves. 
To the sum of the separate estimates thus obtained it is cus- 
tomary to add further percentages to cover: 


1 Report on the values of the tangible and intangible properties of the 
Chicago’ City Railway Company and the Chicago Union Traction Com- 
pany submitted to the Committee on Local Transportation of the Chicago 
City Council by Bion J. Arnold, Mortimer E. Cooley and A. B. DuPont, 
Traetion Valuation Commission, December 10, 1906, p. 9. 
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1. Legal expenses, including those incurred in securing 
the right-of-way and frontage consents. 

2. Interest, or carrying charge for the money expended 
during the construction period and up to the time the prop- 
erty goes into operation. 

3. Brokerage, or the expense of securing the necessary 
moneys. 

4. Contingencies, to cover incomplete inventories, un- 
foreseen difficulties of construction, and any and all other 
items of expense which cannot be foreseen. 

These items vary considerably in different classes of con- 
struction, but for the purpose of this appraisal, your commission 
feels that it has been conservative in assigning a total of 10% 
to cover the four items. 


The 10% charge to cover legal expenses, carrying 
charges, brokerage and contingencies was added to the 
total estimated cost of reproduction; 15% to cover organ- 
ization, engineering and incidentals was added to repro- 
duction cost of track, electric power distribution system 
and buildings; 10% for organization, engineering and in- 
cidentals was added to reproduction cost of power plants; 
59% for organization, engineering and incidentals was 
added to reproduction cost of cars and car equipment. 
No percentage was added to reproduction cost of real 
estate, patent rights, tools, machinery, stores, supplies, 
office furniture and fixtures, horses, wagons and miscel- 
laneous. 

In the following tabulation the overhead charges al- 
lowed in this appraisal are shown in percentages of in- 
ventory cost: 


APPRAISAL OF CHICAGO CITY RAILWAY, 1906. 


Inventory-reproduction-cost ........... fa $19,629,395 
Overhead chargest(..0.)) (S.k fie isola Ste 4,259,190 


Cost-of-reproduction-new. . ..........e.e0e eee $23,888,585 
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% Inven- 


Amount tory Cost 


Organization, engineering, superintendence and 

Rerearler ba Soe tenes 3. tbe egrmnwly od tei ays vod $2,295,121 11.7 
Legal expense, interest, brokerage and contin- 

TI ete ne! Aaa SOR eed 1,964,069 10. 


Total Overhead Charges............... $4,259,190 21.7 


In this appraisal the reproduction-cost-less-depreciation 
was also determined and the overhead charges were de- 
preciated to the same degree as other depreciable property 
so that the percentage allowance for overhead charges 
remains the same. 


§ 242. Appraisal of Chicago Consolidated Traction Company, 
1910. 

The ordinances passed February 11, 1907, for the re- 
organization and rehabilitation of the Chicago surface 
lines were based on the above valuation. These ordi- 
nances provide for purchase of the surface lines by the 
city on payment of the agreed valuation at the time of 
the passage of the ordinance, plus reimbursement for any 
subsequent capital investment. In determining the 
amount of such an investment, actual cost and expense 
to the company shall be taken plus an allowance to the 
company of 10% for conducting the work and of 5% for 
financing the work. The following is from §7 of the 
Chicago City Railway Ordinance: 


The company shall purchase materials and equipment, and 
employ engineers, superintendents, clerks, foremen and work- 
men and shall pay all expenses of every nature, includ- 
ing legal expenses necessary to the proper, complete and 
prompt performance of the above mentioned work, upon the 
lowest advantageous terms and subject to the approval of 
the said Board of Supervision Engineers, and to the actual 
~ amount paid by the Company in and about carrying out each 
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and all of the requirements of this section, shall be added ten 
per cent of such amount as a fair and proper allowance to the 
company for conducting the said work and furnishing said 
equipment and five per cent for its services in procuring funds 
therefor, including brokerage. 


In 1910 the Chicago Railways Company acquired the 
property of the Chicago Consolidated Traction Company 
within the city limits (Ordinance of October 10, 1910). 
In order to bring this property under the general provi- 
sions of the ordinances of 1907, its present value was 
appraised and a bonus of 15% added as provided under 
the 1907 ordinances for new capital investment ‘‘as a 
fair and proper allowance to the company for conducting 
the said work and furnishing said equipment” and ‘‘for 
its services in procuring funds therefor including broker- 
age.’’ This 15% therefore is not a true brokerage charge 
but a bonus to be paid by the city in case of municipal 
purchase and to be considered also in apportioning profits 
between the company and the city. The other overhead 
charges are the same as in the appraisal of 1906 noted 
above with the exception that there was an allowance of 
5% for legal expense, interest during construction and 
contingencies, while in the 1906 appraisal there was an 
allowance of 10% for the same items and brokerage. In 
the following tabulation the overhead charges allowed 
in this appraisal are shown in percentages of inventory 
cost: ? 


APPRAISAL OF CHICAGO CONSOLIDATED TRACTION COMPANY. 


Inventory-reproduction-cost................ $5, 132,272.50 
Overhead charges: vende st ks «ce eee ~ 1,971,434.79 
Cost-of-reproduction-new................... $7,103,707.29 


* Report on the values of the properties of the Chicago Consolidated 
Traction Company inside the city limits submitted to the Committee on 
Local Transportation of the Chicago City Council by Bion J. Arnold, 
George Weston, Traction Valuation Commission, August, 1910. 
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% Inven- 
Amount tory Cost 
Organization, engineering and incidentals. ... $750,714.90 14.6 
Legal expense, interest and contingencies... . 294,149.37 5.8 
Conducting work, furnishing equipment and 
brokerage (not a true overhead charge but a 
Pe eLUCHOR DONUS) (75) go bey sabia hae 926,570.52 = 18. 
Total Overhead Charges............... $1,971,434.79 38.4 


In this appraisal the reproduction-cost-less-depreciation 
was also determined and the overhead charges were de- 
preciated to the same degree as other depreciable prop- 
erty so that the percentage allowance for overhead charges 
remains the same. 


§ 243. Appraisal of Chicago gas plant, 1911. 

William J. Hagenah, in’ his valuation of the property 
of the Peoples Gas Light and Coke Company of Chicago, 
with a view to determining a reasonable rate for gas, | 
based his allowance for overhead charges not on present 
estimated charges in reproducing a similar plant complete, 
but upon actual charges shown by the company’s books on 
work performed and upon the supposition that the entire 
plant would be reproduced piecemeal during a ten year 
period. He says: * : 


Although the valuation of the property is to be deter- 
mined largely on the theory of the reproduction cost, it does 
not necessarily follow that these costs should be determined 
upon a basis more or less hypothetical, but, on the contrary, 
that consideration should also be given to the actual costs 
incurred in constructing the plant in question. ‘The records 
of the company are the best evidence as to what such over- 
head expenses should be, and full weight has, therefore, been 
given to the cost shown for expenditures of this character for 

3 Report by William J. Hagenah to the Gas Subcommittee of the Chicago 
Council Committee on Gas, Oil and Electric Light, in the investigation of 
the Peoples Gas Light and Coke Company, April 17, 1911, p. 31. 
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a number of the items during the last few years. The figures 
used are based on the theory of the plant being constructed over 
a number of years, or what is generally called the piecemeal- 
construction plan. If all the overhead charges were based 
on the company’s records for recent years the amount would 
clearly be too small. It is, therefore, assumed for the determi- 
nation of this question that ‘the plant will be reproduced over 
a period of approximately ten years, but it does not seem rea- 
sonable that the same units of cost which are incurred in the 
construction of the first half, or the first third of the plant, 
should be used for the entire plant. In arriving at a fair over- 
head charge, the assumed years of construction have been 
divided into three periods and the items of expense increased 
or reduced as shown to be justified from actual construction 
records and the history of the plant in question. 


For the purposes of the above investigation, Mr. Hag- 
enah estimated charges as follows (pages 31-33): 


1st Period of 2d Period of 3d Period of 
Construction Construction Construction 


Interest during construction ..... 6% 5% 3% 
Engineering and Supervision..... 5% 5% A%G 
Organization and Legal Expenses. 3% 2% 1% 
PP BXES cic occ eee Te ery as ake 1% ae ae 
Contmgencies se nek ene eae 7% 5% 4% 

Potal stad: 22 eine Canaan a aca 22% Wee 12% 


The above shows an average overhead charge of 17% 
which is the percentage used by Mr. Hagenah in his valu- 
ation for items other than land. Upon land he adds an 
overhead charge of 12%. Although not included as an 
overhead construction charge, Mr. Hagenah also includes 
an item of 6% for discount on bonds. 


§ 244. Cleveland street railway appraisal, 1909. 
Judge Robert W. Tayler acting as arbiter for the parties 
made a valuation of the property of the Cleveland Rail- 
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way Company in 1909. This valuation was made the 
basis of a settlement ordinance fixing the terms of future 
municipal purchase and also fixing rates of charge. Special 
percentages of from 3% to 10% were first added to specific 
items, on account of conditions making necessary a special 
charge. In addition, to the total inventory value a per- 
centage of 10% was added to cover organization, engineer- 
ing, interest during construction, etc. The following is 
from Judge Tayler’s decision: 4 : 


I have divided overhead charges into two general classes— 
those which apply to the specific thing, and those which apply 
to the enterprise as a whole; the specific things which are done 
vary in the amount of overhead charge necessary in order to 
complete the work, that is to say, the contingencies and un- 
certainties and accidents are larger, for instance, in track lay- 
ing than they would be in the purchase or construction of 
cars or other things of that character. 

So that I have allowed as specific overhead charge applicable 
to track, ten per cent; to pavement, three per cent; to cars, 
land, buildings, overhead construction, return circuit, power 
stations, storage batteries, miscellaneous rolling stock and 
equipment, five per cent; and, to the other items, nothing 
specific, as applied to them, as, for instance, shop stores, aud- 
itors’ stores and bookkeeping credits. The result of those 
is to make a total value up to that point of $15,175,565.28. 

Now, we come to the subject of the general overhead charge 
which is applicable to the whole investment and cannot be 
separated or divided among the several items; some of them, 
if you took a separate item and undertook to apply the gen- 
eral overhead charge, might not have an application peculiar 
to that particular item, but I have undertaken as best I can 
to arrive at a fair statement of what is the general overhead 
charge in the construction of a property of this magnitude, 


4Decision of United States District Judge Robert W. Tayler in the 
matter of the arbitration of the valuation of the property of the Cleveland 
Railway Company, December 16 and 17, 1909. 
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for financing, engineering, legal expenses, organization, ad- 
ministration, insurance, including accident insurance, super- 
intendence, interest during construction, delays not covered 
by the specific allowances, consents, litigation with property 
owners, incidentals and contingencies not applicable to spe- 
cific items, fifteen per cent; making the total actual physical 
_ value $17,511,305.62. 


In the following tabulation the overhead charges allowed 
in this appraisal are shown in percentages of inventory 
cost: 


Inventory-reproduction-cost-less-depreciation. ...... $14,333,000 
wotal.overbead charges. 42.52 vst debate aise uae 3,178,305 
Cost-of-reproduction-less-depreciation Peg icyou eure $17,511,305 


In the above the allowance for overhead charges includes 
allowance for financing, engineering, legal expenses, 
organization, administration, insurance, superintendence, 
interest during construction, delays not covered by 
specific allowances, consents, litigation with property 
owners, incidentals and contingencies. The total allow- 
ance amounts to 18% of the inventory-reproduction-cost- 
less-depreciation. 


§ 245. Columbus, Ohio, Electricity Rate Case, 1906. 

Columbus Railway and Light Company v. City of 
Columbus is an electricity rate case. The master re- 
ported in favor of a permanent injunction and his report 
was approved by the court. No itemized reproduction 
cost is approved by the master but from his discussion of 
overhead charges and the total cost of reproduction as 
found by him the following may be taken as a fair state- 
ment: ° 

’ Columbus Railway and Light Company v. City of Columbus, no. 1206, 


in equity, U. 8. Circuit Court, Southern Dist. of Ohio, Eastern Division, 
Report of Special Master T. P. Linn, June 8, 1906. 
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- Inventory-reproduction-cost .......... $1,457,730 
ONG CON CNALVES 4 sO are oi ce sete x a ocd oie 142,270 
Cost-of-reproduction-new............- $1,600,000 
% Inven- 
| Rinne tory Cost 
General expenses, engineering, superintend- 2 
ence and miscellaneous ................. $99,270 6.8 
Re ee ke ola whine aia re eile; b4 4,000 3) 
Interest during construction.............. 39,000 27 
Total Overhead Charges............. $142,270 9.8 


In this case the master did not consider cost-of-reproduc- 
tion-less-depreciation, so the question of depreciation of 
overhead charges did not come up. 


§ 246. Des Moines, Iowa, Water Rate Case, 1910. 

The case of Des Moines Water Company »v. City of Des 
Moines involves the validity of rates fixed by ordinance.® 
The master reported that an injunction should be granted 
and his report was approved by Judge Smith McPherson. 
The master based his findings as to reproduction-cost-less- 
depreciation on two estimates. Estimate number | was 


made up from the testimony of witnesses for the company 


and estimate number 2 was made up from testimony of 
witnesses for the city plus an apparently arbitrary addi- 
tion of 20% upon certain items for contractor’s profit 
which made the total of estimate number 2 very nearly 
equal to that of estimate number 1. 


ESTIMATE NO. l. 


Inventory-reproduction-cost-less-depreciation .. . $1,452,092 
G@rerhend eharved oy. i). pee ewe le ss i eee: 233,856 
Cost-of-reproduction-less-depreciation........-. $1,685,948 


6 Des Moines Water Company v. City of Des Moines, no. 2468, in equity, 
U. 8. Circuit Court, Southern Dist. of Iowa, Central Division, Report of 
George F. Henry, Master in Chancery, September 16, 1910. 
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ve % Inven- 
bathe tory Cost 
Engineering, superintendence, contingencies, 

general and legal expenses ......2.......---+ $116,928 8 

Interest during construction ...0.. Soe .e es 6s 116,928 8 
Total Overhead Charges...... Reese sae $233,856 16 
ESTIMATE NO. 2. 
Inventory-reproduction-cost-less-depreciation ... $1,301,141 
Overhead charges: (s: ho. Ge ee see eee 371,371 

Cost-of-reproduction-less-depreciation. ......... $1,672,512 
% Inven- 
Amount tory Cost 
Engineering and superintendence........... $58,407 4.5 
General expenses, legal expenses and con- 

TINGENCIES. Fi. oa Cenc ees s cetortn etn enes 80,059 6.1 
Interest during construction ......... PGA Tae 92,546 tile 
Contractor's profits: ais POMIRIS a) See 140,369 10.8 

Total Overhead Charges............... $371,371 28.5 


In this case the estimates for total cost-of-reproduction- 
new are not given by the master but his figures show that 
the allowances for overhead charges both under Estimate 
no. 1 and Estimate no. 2 were depreciated from 6% to 
13% on the same allowances under cost-of-reproduction- 
new. 


N 247. Lincoln, Neb., Gas Rate Case, 1909. 

The case of Lincoln Gas and Electric Light Company 
v. City of Lincoln, 182 Fed. 926, 928, decided April 6, 
1909, is an action to enjoin the enforcement of an ordi- 
nance reducing the price of gas. In the following tabula- 
tion the overhead charges allowed in the appraisal in this — 
case are shown in percentages of inventory cost: . 
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Inventory-reproduction-cost......... $525,324.72 
Overhéadsehargesun sera Seas 40,417.04 
Cost-of-reproduction-new............ $565,741.76 
% Inven- 
Amount tory Cost 

Fingineering expenses... ................. $12,417.04 2.4 

emu eneles nn pe Se a io 25,000.00 4.7 

Cost of organizing company .............. 3,000.00 6 

Total Overhead Charges. ....... ..... $40,417.04 7.7 


In this case fair value for rate purposes was based on 
cost-of-reproduction-less-depreciation but the overhead 
charges were not depreciated. There was no allowance for 
interest during construction. 


§ 248. Appraisal of street railways for Massachusetts Valida- 
tion Board, 1911. 

An appraisal of various street railways owned by the 
New York, New Haven and Hartford Railroad was made 
in 1911 in connection with an appraisal of that railroad. 
These appraisals were made to determine the relation of 
property to the amount of securities outstanding. The 
work was in charge of George F. Swain. In his report 
Mr. Swain discusses the overhead. charges as follows (at 
nage 123):7 


In the preceding pages reference has been made to the ap- 
praisals of trolley roads. These appraisals have been based 
upon those made by Westinghouse, Church, Kerr & Co., which 
were in great detail and entirely reliable. Some changes have 
been made, however, in the overhead charges. 


7 Report to the Joint Board on the validation of assets and liabilities of 
the New York, New Haven and Hartford Railroad under Chapter 652, 
Acts of 1910, by George F. Swain, Engineer in Charge. Published in Re- 
port of the Massachusetts Joint Commission on the New York, New Haven 
& Hartford Railroad Company, February 15, 1911, pp. 51-154. 
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For these charges, Westinghouse, Church, Kerr & Co., used 
the following: 

Engineering, 5 per cent on total, including land, road and 
equipment, and property not used in operation. 

Legal and general expenses, 4 per cent on total, including 
land, road and equipment, and property not used in operation. 

Interest, 5 per cent per annum for an average of two years, 
or 10 per cent in all. 

Commissions, 10 per cent. 

As the interest would apply not only to the property but 
to the engineering and other overhead charges, except com- 
missions, the total percentage would be about 30. 

Price, Waterhouse & Co. adjusted these overhead charges 
by making the charge for interest and commissions 7 per cent, 
instead of 20, assuming an average interest for only one year. 
They therefore used a total overhead charge of about 16 per 
cent on the entire cost of reproduction. No contingencies 
were used in either of the above estimates. 

Mr. Wells believed that the overhead charges used by West- — 
inghouse, Church, Kerr & Co. were too low. He recommends 
and uses the following: 

Administration, engineering and contractors’ profit, 15 per 
cent on total physical cost. 

Insurance during construction, 1 per cent on total phys- 
ical cost. _ 

Legal and general expenses, 1, per cent on total physical 
cost. 

Interest during construction, 6 per cent on total physical 
cost. 

Total of the above, 23 per cent on total physical cost. 

To this he adds brokerage 8 per cent of physical cost plus 
the above overhead charges, or about 10 per cent of physical 
‘cost, making a total overhead charge of about 33 per cent of 
the physical cost of reproduction. 

In order to be amply conservative, the following percentages 
have been used in this report, and Mr. Wells’s figures were 
modified in accordance with them, namely: 

Engineering, 5 per cent of physical cost of reproduction. 
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Contingencies, 5 per cent of physical cost of reproduction. 

Legal and general expenses, 3 per cent of ‘physical cost: of 
reproduction. | 

Total of the above, 13 per cent of physical cost of repro- 
duction. 

Interest, 6 per cent of physical cost of reproduction plus the 
above, or about 7 per cent on physical cost of reproduction. 

Commissions for marketing securities, 3 per cent of physical 
cost of reproduction. | 

Making a total of about 23 per cent of physical cost of re- 
production. 

This is less than that used by Westinghouse, Church, Kerr 
& Co. and by Mr. Wells, but somewhat more than that used 
by Price, Waterhouse & Co., which I am convinced is entirely 
too low. 


§ 249. Appraisal of N. Y., N. H. & H. R. R. for Massachusetts 
Validation Board, 1911. 

As indicated above, an appraisal of the New York, New 
Haven and Hartford Railroad was made in 1911 with a 
view to determining the relation of capitalization to 
property value. In regard to overhead charges George F. 
Swain, the engineer in charge of the appraisal, says (at 
page 84): 


The allowance which has been made for overhead charges is 
as follows: 

Engineering:—5 per cent on the total cost, excepting the. 
land and equipment. 

Contingencies:—5 per cent on the total cost, with the excep- 
_ tion of the land and equipment, that is to say, the same charge 
as for engineering. 

Legal expenses:—1 per cent on the total cost, with the ex- 
ception of land and equipment, plus 2 per cent on the cost of - 
the land. 

_ General expenses:—1 per cent on the total cost, with the 

exception of land and equipment, plus 3 per cent on the cost of. 

the land. ve 
15 
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Interest and commissions:—12 per cent on the total cost, 
including Iand, but excluding equipment, and including also 
engineering, contingencies, legal and general expenses. 

There is, of course, more or less uncertainty with regard to 
the proper value to be assigned to these charges, and opinions 
and experience will differ regarding them. I am convineed 
that the above values are conservative and proper. 


In the following tabulation these overhead charges are 
shown in percentages of inventory cost: 


Inventory-reproduction-cost ........ $259,635,934 
Overhead charges. fit masse sud eee dee 40,333,824 
Cost-of-reproduction-new..........- $299 969,758 
| QY Inven- 
Amount tory Cost 
Engineering....... ee: Sate Nae Macchia, 8 $5,574,038 2.2 
Contingencies ........... CSR AULT CER oe 5,574,089 2.1 
Interestiand brokerage...) ie ee Oks ba 23,554,678 9. 
Legal expeisesn tins tug Saeko t alte apt Ueber 2,475,389 1. 
General expense. iy cis. bin oars at ge eee 3,155,680 1.2 
Total Overhead Charges. . 2 OBEY Ae $40,333,824 15.5 


In this appraisal the reproduction-cost-less-depreciation 


was also determined but the overhead charges were not — 


depreciated. 


§ 250. Memphis, Tenn., water plant appraisal, 1902. 

By voluntary agreement the City of Memphis pur- 
chased the water plant of the Artesian Water Company 
in 1902.8 Before purchasing the city had an appraisal 
made by a board of three engineers (Arthur Hider, J. A. 
Omberg, Jr., and A. T. Bell). In estimating the cost of 

8 Proceedings of the Legislative Council, City of Memphis, respecting 


purchase of the Artesian water plant and reports of Committee on Water, 
Hydraulic Engineers, Certified Accountants, 1902-1903. 
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reproduction of the plant, 10% was added to the entire 
reproduction cost except the cost of land to cover engineer- 
ing, expenses and contingencies. There was no other per- 
centage allowance for overhead charges included in the 
valuation. In estimating depreciation in this case the 10% 
allowance for engineering, expenses and contingencies was 
not depreciated. 


§ 251. Michigan railroad appraisal, 1900-1901. 

In 1900-1901 an appraisal of the reproduction cost of 
the railroads of Michigan was made for tax assessment 
purposes. The work was in charge of Prof. M. E. Cooley. 
In the following tabulation the overhead charges allowed 
in this appraisal are shown in percentages of inventory 
cost: ? 


Inventory-reproduction-cost Se ouhar dit a's $170,291 ,556 
Owerbead charges. io. sw oe ches ces 32,424,706 
Cost-of-reproduction-new........... $202,716,262 
J Inven- 
Amount tory Cost 
Engineering......... BUR Gh AG a ti MiNi Ran ree - $5,386,772 3.2 
BemnrmOen eros se ss AOU. 18,428,759 10.8 
fC UNGS as Soo AED eee ee ee ORO ced wee Ree 673,349 4A 
Interest during construction .. ............... 5,290,549 3.1 
Ee DISE IOI 4 ye ITA WL hd il, 2,645,277 1.5 
Total Overhead Charges........... » +++ $32,424,706 19, 


In this appraisal the reproduction-cost-less-depreciation 
_ was also determined but the overhead charges were not 
depreciated with the exception of the allowance for con- 
tingencies which was reduced to $15,127,110. The over- 
head charges amounted to 21.2% on the inventory- 
reproduction-cost-less-depreciation. 


® Report of Michigan Board of State Tax Commissioners, 1902, p. 52. 
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§ 252. Minnesota railroad appraisal, 1908. 

An appraisal of the reproduction cost of the railroads of. 
Minnesota was completed in 1908. It was made by 
Dwight C. Morgan, engineer to the Minnesota Railroad 
and Warehouse Commission, and was intended for use in 
rate making. In the following tabulation the overhead 
charges allowed in this appraisal are shown in percentages 
of inventory cost: ° | 


Inventory-reproduction-cost. ..... $345,260,418.73 
“Overhead charges... 2. a2 cece 61,264,764.84 
Cost-of-reproduction-new. ....... $406,525, 183.57 
% Inven- 
Arn tory Cost 


Engineering, superintendence and legal ex- 


POHSO. ec eee en ee ee eee $12,138,641.89 3.5 
CONTINGENCICS cc sire ie ache ee eh ee 17,869,703.02 5.2 
Interest during construction.............. 31,261,419.93 9. 

Total Overhead Charges.............. $61,264,764.84 17.7 


In this appraisal the reproduction-cost-less-depreciation 
was also determined but the overhead charges were not 
depreciated. The overhead charges amounted to 20.8% 
on the inventory-reproduction-cost-less-depreciation. 


§ 253. New Jersey Public Utility Commission, 1911. 

The New Jersey Public Utility Commission in its first 
valuation for rate purposes, made an allowance of 12% 
to cover engineering, superintendence and other expenses 
during the construction period. The 12% is upon the 
value of land and supplies as well as upon that of struc- 
tures and equipment. In allowing 12% the Commission 

10 Report of Dwight C. Morgan, Engineer to the Minnesota Railroad & 
Warehouse Commission, on Minnesota railroad appraisal, June 30, 1907. 


In Annual Report of Minnesota Railroad and Warehouse Commission, 
1908, pp. 17, 52. 
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states that it is following the practice of the Wisconsin 
Railroad Commission." 


§ 254. New York Consolidated Gas Case, 1907. 
In the New York City Eighty Cent Gas Case the special 
master discussed overhead charges as follows: 


In arriving at his final figures of the value of the plants as 
a whole, Mr. Mayer adds to the contractor’s figures, in the 
case of the manufacturing stations, 10 per cent., and in the 
case of the holder stations 5 per cent., to cover engineering and 
general expenses of the company. This includes the planning 
of the works, making of drawings, grading, paving, curbing, 
sewerage and drain pipes, temporary fences, operating tools 
and other utensils, inspection and supervision of construction, 
water for holder tanks and apparatus required for operation 
of plant, as well as miscellaneous expenses for minor appa- 
ratus, connections, etc., which cannot be included in a general 
schedule. He also adds an interest charge of 5 per cent., cover- 
‘Ing the entire plant, on the supposition that it would take 
at least two years to produce the plants as a whole, or, in other 
words, that there would be an average interest charge of one 
year at 5 per cent. These expenses amount in the aggregate 
to $1,939,132.00. That expenses of this character are properly 
to be included as a part of the cost of construction is a a mat- 
ter of common experience and has been recognized in a recent 
proceeding analogous to the present case. (Columbus Rail- 
way & Light Company v. City of Columbus, post.) The 
allowance of 10 per cent. for engineering and miscellaneous ex- 
pense does not appear excessive upon the evidence, which in- 
dicates that as high as 15 per cent. is sometimes allowed for this 
purpose. In assuming a construction period of at least two 


1 Re Investigation of rates charged by the Consolidated Gas Company 
of Long Branch, New Jersey, July 25, 1911. New Jersey Board of Public 
Utility Commissioners. 

12 Consolidated Gas Company v. City of New York, U.S. Circuit Court, 
Southern Dist. of N. Y., Report of Arthur H. Masten, Master in Chancery, 

May 18, 1907. 
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years for the entire plant, Mr. Mayer is supported by Mr. Logan 
as well as by Complainant’s experts, although Mr. Logan ex- 
pressed the opinion that the largest of the holders should be 
built in from 9 to 10 months, and the smaller one in about 
4or5 months. Mr. Edgerton allowed 3 per cent. for engineer- 
ing and contingent expenses, although computing it not on 


the original cost of construction but on his estimate of the pres- 


ent value of the property as depreciated. His estimate of 3 per 
cent. is based upon the amount which he assumes to have been 
expended for similar purposes in the construction of the Astoria 
plant, hereinafter described, but it was shown that such assump- 
tion was erroneous, as Mr. Edgerton took into account only 
a small portion of the expenditures of this character which 
passed through Complainant’s books, while the actual engi- 
neering and miscellaneous expenses have amounted thus far at 
Astoria to upwards of 11 per cent. As to interest, he appears 
to have allowed at the rate of 5 per cent. and a construction 
period of somewhat less than two years. Mr. Marks made no 
specific allowance for either of these items, stating that al- 
though proper to do so in making estimates it is not customary 
in the case of inventories of apparatus already erected. But 
obviously they are a necessary part of any estimate of reproduc- 
tion cost, as Mr. Marks admitted. 


§ 255. New York Public Service Commission, First District, 
19013: 

The case of Mayhew v. Kings County Lighting Com- 
pany, 2 P. 8. C. Ist D. (N. Y.) —, decided October 20, 
1911, involves the valuation of a gas plant for rate pur- 
poses. Commissioner Maltbie discusses the question of 
overhead charges in part as follows: 


As “net cost’’ covers only the cost of labor and materials, 
including subcontractors’ profits when proper, some allowance 
should be made for engineering, supervision, contingencies, 
incidentals and general contractor’s profit. In view of the size 
of the company, the nature of the business, the way in which 
it has grown and the lack of records showing actual expendi- 
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tures, it is estimated that $340,000 should amply provide for 
such additional items... . 3 

The estimated allowance for these items consists of an al- 
lowance of 10 per cent for general contractor’s profit and 15 
per cent for engineering, incidentals, etc., upon the items to 
which these charges would properly apply. (See Table II.) It 
seems proper in this case to allow 15 per cent for the latter 
group, though in some cases before the Commission, the allow- 
ance has not been in excess of 10 per cent or 12 per cent. In 
such cases there was a thorough examination and checking and 
rechecking of the property by the engineers, and inventories 
were made separately by different engineers and corrected 
from time to time. In the present case, inventories and ap- 
praisals have not been made with such great care, and it is 
proper to make allowance for this fact. Further, the gross 
amount is not large in this case, and a percentage basis is 
not always the only accurate standard. 


In addition the Commission added $140,000 for ‘‘pre- 


liminary and development expenses.’’ This was intended 


to cover promotion expenses, interest and taxes during 
construction and trial operation, adjustment of parts, 
etc., before operation begins. In the following tabula- 
tion the overhead charges allowed in this appraisal are 
shown in percentages of inventory cost: | 


Inventory-reproduction-cost .......... $2,211,628 
Gwerbead Gharves 0) Jef ee 601,149 
Cost-of-reproduction-new............. bakes DE rid 
J Inven- 
siauots fie tory Cost 
Contractor’s profit, engineering and adminis- 
tration, contingencies and incidentals...... $341,149 15.4 
Preliminary and development expenses... .... 260,000 17 
Total Overhead Charges................ $601,149 27.1 


In this case fair value for rate purposes was based largely 
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on cost-of-reproduction-less-depreciation and the allow- 
ance for contractor’s profit, engimeering, administration, 
contingencies and incidentals was depreciated to the same 
extent as the depreciable property to which these allow- 
ances were applied. The item for preliminary and develop- 
ment expenses which included also interest and taxes dur- 
ing construction was not depreciated. 


§ 256. Oklahoma Telephone Rate Case, 1911. 

The case of Pioneer Telephone and Telegraph Com- 
pany v. Westenhaver !* involves the valuation for rate 
purposes of the telephone plant in the City of Enid, _ 
Oklahoma, of the Pioneer Telephone and Telegraph Com- 
pany. The Oklahoma Corporation Commission allowed 
10% for engineering and supervision. This allowance 
was accepted by the State Supreme Court. The Corpora- 
tion Commission made no allowance for contingencies, 
piecemeal construction, or interest during construction 
and such allowances were contended for on appeal to the ~ 
Supreme Court. The Supreme Court refused to make an 
allowance for contingencies or for piecemeal construction 
but allowed $4,000 for interest during construction. 


§ 257. South Dakota railroad appraisal, 1910. 

In 1910 an appraisal was made of the reproduction cost 
of all the railroads of South Dakota. The appraisal was 
intended for rate purposes and was made under the direc- 
tion of the Railroad Commissioners by Engineer Carl C. 
Witt. In the following tabulation the overhead charges 
allowed in this appraisal are shown in percentages of 
inventory cost: !4 | 
18 Pioneer Telephone and Telegraph Company v. Westenhaver, 29 Okl. 
—, 118 Pac. 354, January 10, 1911. 

* Report of Carl C. Witt, Engineer in Charge of railway appraisal to the 
Board of Railroad Commissioners of South Dakota on the physical valua- 


tion of the railroads of South Dakota as of June 30, 1909. In Twenty-first 
Annual Report of South Dakota Railroad Commissioners, 1910, pp. 29, 33b. 
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Inventory-reproduction-cost ......... $93,609,443 
PPO verhend Charges is 1s) lie cas oo) 12,885,060 
Cost-of-reproduction-new........... $106,494,503 
% Inven- 
Amonnt tory Cost 
Engineering, superintendence and legal expense $3,645,811 3.9 
MECN CNCIES fas a ily sn ales eh Cm elem ees 5,349,039 5.7 
MM ICS CNSES, 800 OS at nes ss Cee eae Soe 972,552 °° 1: 
Interest during construction.. ............... 2,917,658 3.1 
Total Overhead Charges. ..............-. $12,885,060 13.7 


In this appraisal the reproduction-cost-less-depreciation 
‘was also determined but the overhead charges were not 
depreciated. The overhead charges amounted to 16.8% 
of the inventory-reproduction-cost-less-depreciation. 


§ 258. Washington railroad appraisal, 1908. 

In 1908, Halbert P. Gillette, consulting engineer to the 
Washington Railroad Commission made an appraisal of 
all the railroads of the State. The physical values de- 
termined by this appraisal were adopted by the Com- 
mission as formal findings of fact and were subsequently 
used in various rate cases. These findings of fact contain 
the following in relation to overhead charges for the 
Northern Pacific railroad (finding no. 29): *° 


That a reasonable and fair allowance for engineering ex- 
penses would be three and one-half per cent of the cost of re- 
producing the gradings, tunnels, bridges, trestles, culverts, 
ties, rails, track fastenings, frogs and switches, ballast, track 
laying and surfacing, fencing, crossings, cattle guards and 


15 See article entitled “Original cost and cost of reproduction of the 
Northern Pacific Railway in the State of Washington,” in Engineering and 
Contracting, Jan. 12, 1910, pp. 44, 45. See also findings as to the value 
of railroads and other facts, in Second and Third Annual Reports of the 
Railroad Commission of Washington, 1907-1908, pp. 127-499. 
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signs, interlocking and signal apparatus, telegraph lines, trans- 
portation department buildings, shops, round houses, turn 
tables, road department buildings, shop machinery and tools, 
water stations, fuel stations, storage warehouses and mis- 
cellaneous structures. 

That a reasonable and fair allowance for legal and general 
expenses would be one per cent on the items mentioned in 
connection with engineering expenses, together with one 
per cent on the amount paid out for taxes during construction. 

That a reasonable and fair allowance for interest during 
construction would be seven and one-half per cent of the items 
last hereinbefore mentioned, plus the amount necessary for 
section equipment, legal and general expenses, costs of en- 
gineering and the value of the right-of-way and terminals. 


No allowance was made for contingencies. Chief Engi- 
neer Gillette in charge of the appraisals says in his report 
that as a detailed examination was made of the records 
of the companies to find the original cost, an allowance for 
contingencies became unnecessary. ‘These percentages 
are not added to total inventory cost but to various items 
of cost so that the total percentage overhead charge is not 
so large as it at first appears. In the following tabulation 
the overhead charges allowed in this appraisal are shown 
in percentages of inventory cost: 


APPRAISAL OF NORTHERN PACIFIC RAILWAY 


Inventory-reproduction-cost ......... $97,408,854 
Overhead charges. oy). 5. aia ts 5,673,911 
Cost-of-reproduction-new........... $103,082,765 — 
% Inven- 
Amount tory Cost 
BD BINCATING 4.15.0 4 cdse dias Sees «Ue ce ee $2,510,580 2.6 
Legal and general expenses................. 502,116 aie 
Interest during construction... ............., 2,661,215 ee 
Total Overhead Charges... ... 2... 2.4.4 $5,673,911 ‘ones 
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In this appraisal the reproduction-cost-less-depreciation 
was also determined but the overhead charges were not 
depreciated. The overhead charges amounted to 6.9% 
on the inventory-reproduction-cost-less-depreciation. 


§ 259. Washington Railroad Commission, 1910. 

Very much higher overhead charges than those above 
indicated were allowed by the Washington Railroad Com- 
mission in its valuation of an interurban railroad for rate 
purposes in 1910. ‘These allowances reduced to per- 
centages of inventory cost are as follows: 


Inventory-reproduction-cost .......... $3,177,768 
Overhead Charges... oi... sy. vs wd: 499,517 
Cost-of-reproduction-new............. $3,677,285 
% Inven- 
Amount eth Coe 
Engineering and superintendence.............. $53,336 iy 
Fiscal and physical supervision and management 186,955 5.9 
Contingencies... 66k. jie ee ewes ieee: a teat es 96,266 3. 
Legal and general expense .................--. 17,779 D 
Interest during construction ..... He ead TR en et 145,181 4.6 
_ Total Overhead Charges. ... .5..0..).25.55. $499,517 = 15.7 


In this appraisal the reproduction-cost-less-depreciation 
was also determined but the overhead charges were not 
depreciated. The overhead charges amounted to 19% 
on the inventory-reproduction-cost-less-depreciation. 


—§ 260. Seattle, Wash., Telephone Rate Case, 1910-1911. 

In order to determine reasonable rates for telephone 
service, an appraisal of physical property was made for 
the Seattle department of public utilities by C. H. Judson 


16 Paulhamus v. Puget Sound Electric Railway, Opinion and order of 
the Railroad Commission of Washington, February 26, 1910, no. 76, p. 63. 
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and Frank B. Hall, engineers, in 1910. In their report 
Messers Judson and Hall say: ” 


In placing a valuation on the plant, prices on all materials 
used were procured from manufacturers, agents and dealers, 
f. o. b. Seattle, at present market prices; from these prices, 
together with the cost of labor, and the customary allowance 
of 10% for engineering and superintendence, 10% for general 
expense and 6% for interest, a unit schedule of costs was pre- 
pared covering all parts of the plant except Central Office 
Equipment, Real Estate and Buildings, and the valuation fig- 
ured out from the itemized inventory. On Central Office 
Equipment the original copies of contracts for the installation 
of apparatus was taken for that part installed in the various 
exchanges by the Stromberg-Carlson Telephone Manufactur- 
ing Company, and a unit schedule of costs prepared covering 
that part installed by the company, with the usual 10% added 
to all for engineering and superintendence. 


The case was then submitted to the Washington Railroad 
Commission for determination and Henry L. Gray, en- 
gineer to the commission, made an independent appraisal. 
In regard to overhead charges, Mr. Gray says: ¥ 


There was included in the estimate an allowance for en- 
gineering, supervision and organization expense, amounting to 
10 per cent of the cost of all labor and material; for interest 
during construction, 5 per cent of the cost of all labor and 
material, including engineering, supervision, etc., based upon 
the assumption that two years would be required to recon- 
struct the plant and that the sum required would be invested 
an average of one-half of the time, the interest rate being 5 per 


17 Report to the Department of Public Utilities of the City of Seattle on 
the value of the properties and cost of service of the Independent Telephone 
Company and the Pacific Telephone and Telegraph Company by C. H. 
Judson and Frank B. Hall, Engineers, September 26, 1910. 

18 Appraisal of the Seattle Telephone Companies for the Railroad Com- 
mission of Washington, by Henry L. Gray, in Engineering and Contract- 
ing, May 3, 1911, pp. 520-24. 
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cent per annum. Contingencies were provided for by an al- 
_ lowance of 5 per cent of all preceding items. No item for dis- 
count was included, but an allowance of 5 per cent of 75 per 
cent of the total estimated cost of reproduction was made to 
cover brokers’ fees, based upon the theory that if 25 per cent 
of the capital stock was paid up, the bonds would sell at par, 
the brokers’ commissions amounting to 5 per cent. The total 
net loading charge, composed of the percentage allowances 
for engineering, supervision and organization expense, interest, 
contingencies and brokers’ fees, amounted to 23.82 per. cent. 


§ 261. Wisconsin railroad appraisal, 1903. 

For tax assessment purposes Prof. Wm. D. Taylor, 
engineer to the Wisconsin state board of assessment, 
made an appraisal of the railways of the State for the 
year ending June 30, 1903. In the following tabulation 
the overhead charges allowed in this appraisal are shown 
in percentages of inventory cost: ¥ 


Inventory-reproduction-cost ........ $179 223,284 
Overheadichargedaee 20 06h e tis oes 23,692,921 
Cost-of-reproduction-new. .......... $202,916,205 
Q Inven- 
Amount tory Cost 
Engineering, superintendence and legal expense $6,253,188 3.5 
ME LUITIPOLICIOS Ne ite GO nies et ie ei ee 9,857,280 9.9 
interest during construction. .........:...... 5,376,698 3. 
Bee TANGO eee igee ecg se htin ese ees 2,205,755 1.2 
Total Overhead Charges. .............. $23,692,921 18.2 


In this appraisal the reproduction-cost-less-depreciation 
was also determined but the overhead charges were not 


19 Report of Prof. Wm. D. Taylor, Engineer to the State Board of Assess- 
ment, upon the appraisal of the physical properties of the Wisconsin rail- 
ways for the year ending June 30, 1903. In Report of the Wisconsin Tax 
Commission, 1907, pp. 269, 285. 
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depreciated. The overhead charges amounted to 16.5% 
on the inventory-reproduction-cost-less-depreciation. 


§ 262. Wisconsin Railroad Commission. 

In valuations made by the Wisconsin Railroad Com- 
mission for rate regulation or for municipal purchase, the 
general rule as to water, gas and electric plants has been | 
to allow 12% on the total inventory-reproduction-cost to 
cover engineering, superintendence, legal expenses, in- 
terest during construction and contingencies. The 12% 
allowed is not usually segregated between the above items 
but in certain cases the Commission has said that the 12% 
allowance was made up of 5% for engineering and super- 
intendence, 4% for interest during construction and 3% 
for legal expenses, organization, casualties, omissions, 
etc.2? In a few cases the total overhead charge has been 
10% but 12% seems now to be the general rule. In certain 
cases the companies have contended strongly for a higher 
percentage but the Commission has rejected the demand.”! 


§ 280. Engineering and superintendence. 

Some allowance for engineering and superintendence is 
made in all appraisals. 

The case of City of Ripon v. Ripon Light and Water 
Company, 5 W. R. C. R. 1, 13, decided March 28, 1910, 
involves the valuation of a water and gas plant for rate 
purposes. In regard to engineering and superintendence 
the Wisconsin Commission says (at page 13): 


The allowance of 5 per cent for engineering and superin- 
dence is in accord with accepted practice and, when applied 
on the total cost of the physical plant, will in all probability 


0 See City of Ripon v. Ripon Light and Water Company, 5 W. R. C. R. 
1, 18, decided March 28, 1910. 

21 Re La Cross Gas and Electric Company, 8 W. R. C. R. 188, 157, No- 
vember 17, 1911. 
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exceed rather than fall short of the true expense for tnis pur- 
pose. The latter is more likely to be true of the small plant, 
in the construction of which engineering complications are 
quite infrequent. The physical valuation upon which such 
percentage is computed is the value of the plant in its present 
entirety, consisting of the original plant, plus the additions 
and the betterments over a number of years. These additions 
consist of a large number of separate charges, many of them 
for improvements of a comparatively simple nature. The 
services of engineers are seldom engaged in such instances, 
these duties being performed by the general officers of the 
plant whose entire salaries are included in operating expenses. 
Every aggressive and progressive utility is constantly called 
upon to make additions in order to adapt itself to the chang- 
ing needs of the community served. The determination of 
these changes is within the legitimate scope of the general 
officers’ duties, so that an allowance of 5 per cent on the total 
value can be regarded in no other light than that of liberality. 


The same subject is discussed by George F. Swain in his 
report to the Joint Board on the validation of assets and 
liabilities of the New York, New Haven and Hartford 
Railroad.22. This is a valuation for purposes of capitaliza- 
tion. Mr. Swain says (at page 58): 


The charge for engineering is a necessary one in the execu- 
tion of any engineering work. It includes the salaries of en- 
gineers, draftsmen, inspectors, etc., and in general all the expert 
services required for design and superintendence. The amount 
of this charge will, of course, vary according to the kind of 
work. In the case of a railroad it is generally as large as has 
been assumed, if not larger. In the first place, a large expense 
_ has to be incurred for preliminary surveys, to determine the 
proper location of the line. The expense of this work will 
vary according to the topography. In a level country, as in 


22 Published in Report of the Massachusetts Joint Commission on the 
New York, New Haven & Hartford Railroad Company, February 15, 1911, 
pp. 51-154, 
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our western states, where a railroad can be located anywhere, 
the expense may be comparatively small, while in a mountain- 
ous country a large sum may be expended before the proper 
location is found. After a preliminary survey has fixed the 
route approximately, the precise location has to be determined 
and the line laid down upon the ground. Contracts and speci- 
fications are then prepared, designs made for the different 
portions of the work, and contracts let for its construction. 
These contracts require supervision on the part of the en- 
gineering force, and estimates of quantities to serve as a basis 
of payments to the contractor. Inspectors are also necessary 
to see that the specifications are properly carried out. Five 
per cent. is a common charge for engineering, used in prelimi- 
nary estimates of cost. Actually, as explained, the charge 
may be greater or less, but is frequently greater. For instance, 
to give some examples, the following have been the engineer- 
ing charges for work in Boston and vicinity :— 


East “Boston tunnel’. ee about 6.4 per cent. 
Washington Street tunnel............ about 6.1 per cent. - 
Metropolitan water works............ about 6.2 per cent. 


In the latter case, the percentage is estimated on the total 
cost, exclusive of overhead charges, but of this total cost nearly 
50 per cent. was for the purchase of existing water works, on 
which there was no engineering charge, so that the engineering 
charge on the balance would be nearly 12 per cent. A charge 
of 5 per cent. will therefore be seen to be low. Personally, I 
believe it should not be less than 6 per cent. 


§ 281. Contingencies. 

Some allowance for contingencies is. customary in any 
appraisal that is not based on complete records of work 
recently constructed. In discussing railroad appraisals 
J. E. Willoughby says: ”° 


After the estimate has been made, including the item for sea- 


ay: Proceedings of American Society of Civil Engineers, January, 1911, 
p. 119. 
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soning and adaptation, there should be added a contingent 
fund to cover the omitted work, consisting of small borrow- 
pits and ditches, undetermined foundations, unexpected con- 
ditions -encountered, unavoidable ‘force account’? work, 
minor changes of streams and highways, damages to adjoin- 
ing lands due to the methods of construction and to diver- 
sion of water, etc.. This item will not exceed 5% of the cost 
of the roadway if the estimate be accurately made. 


In the general state railroad appraisals, Michigan, Wis- 
consin, Minnesota and South Dakota made a special al- 
lowance for contingencies, while Texas and Washington 
made no such allowance. Chief Engineer Gillette, in his 
report on the Washington valuation, states that inasmuch 
as a detailed examination was made of the records of the 
companies showing the original costs and amounts, an 
allowance for contingencies was unnecessary.24 Engineer 
Morgan, in his report on the Minnesota valuation states, 
that, while engineers allow 10% to cover contingencies on 
any estimated cost of new construction, he believes that 
an allowance of 5% is all that is required in making an 
appraisal of a railroad already constructed.?> He says: 
“The essential difference rests in the fact. that. in repro- 
duction cost the estimate is prepared in the light of known 
conditions, whereas for a projected line, the contingencies 
are wholly unknown.” In Paulhamus v. Puget Sound Elec- 
tric Railway, decided February 26, 1910, the Washington 
Railroad Commission allowed 5% for contingencies on the 
eost.of reproducing the roadbed and other structures. 


§ 282. Contingencies—Michigan railroad appraisal, 1900- 
1301. - 
_Henry Earle Riggs in his account of the Michigan rail- 


_ %See Second: and Third Annual Reports of the Railroad Commission 
of Washington, 1907-1908. 

- 2>See Annual Report of Minnesota Railroad and Warehouse Commis- 
sion, 1908, p. 43. 
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road appraisal % states that there was considerable crit- 
icism of the allowance of 10% for contingencies. He 
maintains that the allowance was a proper one in the 
Michigan appraisal, and gives the following reasons: 


(a) The conditions under which this particular inventory 
and appraisal were made, as to time and lack of co-operation 
of the companies, made it practically certain that some items 
of value were missed in the appraisal, such as station and mis- 
cellaneous equipment, frogs, switches, track structures, build- 
ings owned by the companies and occupied by others, ete. 
(b) That there were many and large elements of physical cost 
not ascertainable by a physical inspection, such as deep founda- 
tions, many thousands of yards of earth in swamps and sink- 
holes (a very general condition of roads in the Southern Pe- 


ninsula), concealed classification due to growth of grass or — 


washing of banks, and many other cases of work actually done, 
invisible after a lapse of years. The writer knows of many such 
instances on property which was in his charge many years ago; 
in several cases there were expenditures of from $20,000 to 
$50,000 which are now entirely invisible to an engineer pass- 
ing over the line. (c) The failure on the part of railroad com- 
panies to keep anything like a complete history of construc- 
tion operations, and the changes of operating officials from 
year to year, cause the loss of record of practically all the ex- 
pense due to extra hazard and risk which the construction 
engineer provides for by his “ contingencies.” (d) The inclusion 
in operating expense, every year, of sums which are properly 
construction, and which, if added to unit prices of construc- 
tion work, would cause the cry that such unit prices were too 
high. For instance, the appraisal estimate on earth was 17 
cents per cu. yd., with no allowance for overhaul. Very much of 
the grade in the State had actual costs far in excess of this fig- 
ure, and practically every road spends a large sum annually for 
the first four or five years, which is charged to operation but 

is in reality a part of the cost of completing the roadbed. (e) No 


26 See Proceedings American Society of Civil Engineers, November, 1910, 
p. 1418. 
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account was taken of appreciation of any of the elements en- 
tering into aroad. There is no doubt that roadbed, for ex- 
ample, does appreciate, due to ballasting and track work. 
These items go far toward accounting for the contingencies 
item on an old road such as the Michigan Central. (f) There 
is a considerable amount of cost, which cannot be taken out 
of capital, where facilities are abandoned or line or grade 
changed. These changes are common to all growing roads; 
they are due to the demands for greater traffic; they are nec- 
essary to the welfare of the community served; they are often 
‘made at points where no charge of defective design will apply. 
They might be termed expenses due to the development of 
the State, and, in the development of the railroad business, 
they were absolutely necessary for its present standard of 
efficiency. They are incapable of exact and definite determi- 
nation, and must of necessity be included as contingent ex- 
penses. 3 


It is to be noted that in the above, Mr. Riggs, in part at 
least, includes under contingencies, the cost of adaptation 
and solidification of roadbed, for which a special allowance 
has been made in various railroad appraisals. It should 
be noted also, that he includes under (f) various expenses 
for capital sunk in changing line or grade, and that these 
are expenses which under approved systems of accounting 
are taken care of by depreciation reserves. 


§ 283. Contingencies—Massachusetts appraisal of N. Y., N. 
H. & H.R. R., 1911. 

George F. Swain, in his appraisal for purposes of cap- 
italization of the property of the New York, New Haven 
and Hartford Railroad, discusses the allowance for con- 
tingencies as follows (at page 86): ” 

27 Report to the Joint Board on the validation of assets and liabilities of 
the New York, New Haven and Hartford Railroad under Chapter 652, 
Acts of 1910, by George F. Swain, Engineer in Charge. Published in Re- 


‘port of the Massachusetts Joint Commission on the New York, New Haven 
_& Hartford Railroad Company, February 15, 1911, pp. 51-154. 
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It might perhaps be supposed that in an appraisal of .exist- 
ing property no allowance should be made for contingencies. 
This, however, is not. the case, for there are many elements 
which. would enter into the cost which are not. represented 
in the inventory. Among these may be-mentioned the follow- 
ing: damages incidental to the work, such, for instance, as in- 
terfering with a farmer’s water supply, or cutting .off access 
to his land; temporary structures which have been built in the 
progress of the work, but which are afterwards removed; foun- 
dations of structures, the difficulties incident to which are en- 
tirely uncertain, since the foundations themselves are below 
ground or below. water and inaccessible; dredging incident to 
the construction of foundations in water; expense incident 
to the presence of quicksand or water in cuts, which after the cut 
has been made and the ground drained .are not easily realized; 
subsidence of embankments where they pass over swamps; 
temporary stations, bridges and other structures required, 
in case work such as double tracking, or the elimination of 
grade crossings, should be carried on subsequent. to the origi- 
nal construction of a portion of the road; similarly, expenses 
incident to other improvements if made subsequent to first 
construction, such as reducing grades, involving lowering 
cuts while maintaining traffic, in which case, especially if 
the cut is in rock, the expense is enormously greater than it 
would be to construct the line in its final form in the first 
instance; increase in quantity of ballast. over that estimated, 
due to the fact that some of it gradually works into the grading; 
and many other elements which might be enumerated... . 
Personally, I believe this charge, like that -for engineering, 
should be more than 5 per cent., but I have taken it at the 
latter figure. 


§ 284. Contingencies—-St. Louis Public Service Commission, 
1911. 

In the valuation for rate purposes.contained in a report 
of the St. Louis Public Service Commission to the Munic- 
' dpal Assembly on rates for electric light.and power, Febru- 
ary 17, 1911, the Commission did not include a general 


a 


ater 
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overhead charge for contingencies but included a per- 
centage for contingencies on specific items in cases where 
it was deemed necessary. Thus in valuing the overhead 
and underground systems there was a 5% general con- 
tingency allowance but this allowance did not represent 
all of the contingency allowance made as it is stated that 
most of the subitems contained some special percentages 
for contingency. 


§ 285. Contingencies—Oklahoma Telephone Rate Case, 1911. 

In the case of Pioneer Telephone and Telegraph Com- 
pany v. Westenhaver, involving the valuation of a tele- 
phone plant for rate purposes, the company asked for an 
allowance of about $2,000 on a total cost to reproduce of 
$94,000 to cover contingencies. The Oklahoma Supreme 
Court, however, disallowed this item.” 


Item No. 1, it is contended, should be allowed to cover un- 


foreseen emergencies and contingencies which always add to 


the cost of construction, but are not visible in the completed 
structure, such as loss, breakage, or destruction of material 
and emergencies requiring extra labor. It may be that re- 
placement costs in some cases cannot be correctly ascertained: 
without a separate allowance of the character here contended 
for; the amount of such allowance to be determined by the 
character of the plant, of the physical units of which it is com- 


posed, the’ character of labor required to construct it, and the 


experience of others in constructing other similar plants; but 
the evidence in behalf of appellant that’ any amount should 
be allowed in this case is very meager. There is a'statement of 
one of its witnésses that the arbitrary sum of 5 per cent. of the 
reproductive value’ of the physical units in the complete plant 
should be allowed for this purpose. We-do not think.this'con- 
tention sufficiently. supported. by the record’ to require the 
holding of the Commission on this item to be disturbed. 


28'Pioneer Telephone and Telegraph Company v. Westenhaver, 29-Okl- 
—, 118 Pac: 354, 356, January 10,1911. | 
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§ 286. Contingencies— Wisconsin Railroad Commission, 1911. 

The Wisconsin Railroad Commission has uniformly in- 
cluded a comparatively small allowance for contingencies. 
This question is discussed in the case of City of Beloit ». 
Beloit Water, Gas and Electric Company, 7 W. R. C. R. 
187, 239, decided July 19, 1911: 


These remarks aid us in making the distinction, which should 
be emphasized, in regard to the difference between estimates of 
construction cost and estimates of the cost of reproduction. It 
is ordinarily impossible for the designer of plants, such as those 
involved herein, to foresee the exact conditions and contin- 
gencies which may be encountered in the actual construction 
work. This is true to some extent even where specifications 
and estimates are drawn by men of large experience and fa- 
miliarity with local conditions. Again, it is seldom but what 
departures are made from specifications, due to new inventions, 
changes of policy on the part of those in control of the work, 
the encountering of unforeseen conditions, and for numerous 
other reasons. In fact, specifications are often purposely left 
open in some particulars to permit of changes due to later de- 
cisions by those in charge. On the other hand, the cost of re- 
production of such properties is made after the plant has been 
completed and with all units and equipment in place and the 
plant in operation. Access is often had in valuation work of 
this kind to the books and records showing the actual cost of 
construction of all or a part of the physical property. Again, 
where unusual conditions were met with in the construction 
work which called for particular skill and caused additional 
expense not provided for in the original estimates, these cir- 
cumstances are not commonly permitted to escape the atten- 
tion of those conducting the inventory and appraisal. 


§ 287. Contractor’s profit. 

A specific allowance for general contractor’s profit has 
not usually been included in appraisals. Whether such 
an allowance should be included depends on the method 
of determining the unit prices. If the unit prices are 
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based on cost to a general contractor and such cost is less 
than the cost would be were the company to do the work 
without such contractor then there should be an allowance 
for contractor’s profit. If, however, the unit prices are 
based on the actual cost of such work performed without 
the intervention of a general contractor, there is no occa- 
sion for the addition of contractor’s profit. Cost with 
contractor’s profit added should not at least be greater 
than the price at which the company could do the work, 
for it is only in case the general contractor will do the 
work cheaper that there is any justification for procuring 
his services. 

In the valuation of the Chicago surface railways, per- 
centages on various items of from 5% to 15% were al- 
lowed to cover organization, engineering, superintendence, 
and incidentals. It was stated that the item “‘incidentals”’ 
would include contractor’s profits when ‘‘such are justly 
a part of the estimate.’”’ In Paulhamus v. Puget Sound 
Electric Railway, decided February 26, 1910, the Wash- 
ington Railroad Commission states that while making no 
percentage allowance for contractor’s profit, an amount 
has been added to the unit prices of material ordinarily 
handled by contract sufficient to allow for contractor’s 
profit. 


§ 288. Contractor’s profit—St. Louis Public Service Commis- 
sion, 1911. 

In the valuation for rate purposes contained in a report 
of the St. Louis Public Service Commission to the Munic- 
ipal Assembly on rates for electric light and power, 
February 17, 1911, the Commission declined to make an 
allowance for general contractor’s profit. ‘The Commis- 
sion says (Report, pp. 45 and 46): 


The company’s claim for a contractor’s profit of 10 per cent. 
to be added to the construction cost of the plant under the 
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assumption. that in rebuilding the plant new the whole work 
would. be let’ to a general contractor, illustrates very clearly 
the difference in treatment of the whole. question as advanced 
in their theory of cost of reproduction new, and the method 
adopted by the Commission. 

The Commission takes the position that as a matter of fact, 
there was no general contractor’s profit. Moreover, in the 
creation of such plants as the one under consideration, as they 
are generally created, there is seldom such an expenditure. 

It has been argued that if such a plant were to be created 
new it would be economy to employ a general contractor, but 
in taking the figures upon which to base their profit; the com- 
pany has used approximately the actual construction cost. 
of a plant created without: such contractor, and therefore with- 
out the assumed consequent economy. These facts make the 
company’s position inconsistent, and would prevent the: con- 
tractor’s profit being added to the original cost even if the 
commission admitted the correctness of allowing such a. charge 
to enter into the value of the property. 


§ 289. Contractor’s profit—New York Public Service Com- 
mission, First District: 

In the appraisals made:by the New York Public Service: 
Commission for the First District, the unit prices: them- 
selves include for certain items a subcontractor’s: profit 
and there is included in addition a percentage allowance: 
for general contractor’s profit. Re Third Avenue Rail- 
road Reorganization Plan, 2: P: S. C. 1st D. —, decided: 
July 29, 1910, involves a valuation as a basis for capital- 
ization on reorganization. The Commission says: 


In this connection, it should. be understood that. the above 
allowance for contractors’ profit is not the profit-of the sub-. 
contractors. The unit prices upon which Table III is based 
include a profit to sub-contractors. The contractors’ profit of 
$2,370,000 allowed in Table IV is a general contractor’s' profit. 
It is assumed that. the. company turns the work. over to,a,gen- 
eral contractor. He sublets various portions to sub-contractors, 


a 
< 
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and: everybody: takes his profit. Now it is not necessary nor 
is it customary for companies to follow suchia practice through- 
out all their construction work. It is customary to: doso at 
the start, but extensions are often made; new power houses 
built and additional equipment purchased: without the aid: of 
a general contractor. The company deals directly with the 
sub-contractors and eliminates the general contractor’s profit: 


Re Metropolitan Street Railway Reorganization, 3 P. 
8. C. Ist D. (N. Y.) 118, 148, decided February 27, 1912, 
also relates to capitalization upon reorganization. The 
applicants asked that 714% should. be added to actual 
cost as shown by vouchers as subcontractor’s' profits and 
that to this amount there should also be added 10% for 
general contractor’s profit. The Commission rejected the 
claim for subcontractor’s profit as in this case purely 
fictitious but allowed 10% for general contractor’s profit 


on certain items. The Commission says (at page 143): 


Net. cost represents not only the cost of labor and materials 
to the contractor who performs the work, but all of his expen- 
ses plus his profit. The only witness for the applicants. who 
was familiar with the details of the estimate for net-cost' towards 
the close of the proceeding asked. that an additional allowance 
of 714 per cent. upon certain. items, totaling $1,301,328, should. 
be added. as sub-contractors’ profit—this in. addition. to the 
claim. that. a general. contractor’s profit. of 10 per cent. should 
be allowed: upon. the entire cost. It: appeared that. the appli- 
cants have the actual cost. for 70°or 80 per. cent..of. the items 
to which. this sub-contractors’ profit of 714 per cent.. applied, 
and that the remaining 20 or 30 per cent. was: computed from 
records of actual cost. These costs cover whatever profit the: 
sub-contractor made. Consequently, the witness. virtually. 
asked. the Commission: to. allow. a. profit: of 71% per cent. above 
actual. cost.as a. profit. that was never paid. and:for which: there 
is no justification. Naturally, the Commission:does’ not allow 


this fictitious item. 


The applicants claim that there should be allowed a. general 
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contractor’s profit of 10 per cent. upon all items except the 3 
last three in Table II. Mr. Connette did not accept this esti- 


mate as reasonable, maintaining that an allowance of 10 per 
cent upon the estimated cost of removing obstructions and 
repaving, rolling stock, tools, supplies, furniture, etc., was not 
justified by experience, the records of the company or the esti- 
mates of net cost. It.will be noted that Tables II and III in- 
dicate that the net cost for removing obstructions and repav- 
ing over them was carried throughout without any addition 
for contractor’s profit, engineering, etc., and without any re- 
duction for depreciation. ‘The net cost is asserted to be suf- 
ficiently liberal to cover all expenditures, direct and indirect, 
and, as no depreciation has been deducted, it is considered 
that the final amount at which it. appears in Mr. Connette’s 
estimate of present value is abundant and perhaps larger than 
should be allowed. 

Mr. Connette also maintained, and it is believed properly 
so, that a 10 per cent. profit upon the cost of rolling stock is 
unjustified. Cars are ordinarily bought directly from the man- 
ufacturers, who bear all expenses connected with the designing, 


construction and testing of the cars, and the prices charged — 


are sufficient to cover all such costs. The unit prices adopted 
by Mr. Connette and Mr. Uebelacker, the witness for the ap- 
plicants, include delivery in New York City, the cost of assem- 
bling and other incidental expenses. The applicants have 
presented no evidence to show that a general contractor’s 
profit of 10 per cent. above such unit prices has ever been paid, 
and it would be considered wasteful and extravagant to pay a 
general contractor a profit of nearly $1,000,000—10 per cent. 
of net cost—for doing practically nothing. Indeed, companies 
ordinarily buy direct from the manufacturers, and this prac- 
tice is considered economical and prudent. The same may 
be said regarding the other items upon which Mr. Connette 
does not allow a general contractor’s profit. A company needs 
no middle man to negotiate for the purchase and delivery of 
tools, supplies, fixtures, etc. 


However, the question is not so much whether 10 per cent. — 


should be computed upon this or that item as whether the 


{ 
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total allowance for contractor’s profit is reasonable. Mr. Con- 
nette has estimated that $3,315,477 is entirely adequate upon 
the basis of a net cost of $47,600,000, particularly in view of 
the position taken upon other points. In the first place, as 
has been pointed out, the unit prices are liberal and generally 
above original cost. Secondly, they include a profit to the sub- 
contractor. Thirdly, there is nothing in the record to indicate 
that the company had recourse to a general contractor, even 
upon a considerable portion of the work. It is not common 
for a street railway company to employ a general contractor 
at a profit of 10 per cent. for the construction of its entire sys- 
tem from the early beginning to the date of appraisal. It: is 
not uncommon for a new company when starting to let a con- 
tract for the erection of the initial plant to a construction com- 
pany. If the latter is paid the cost of labor and materials, in- 
cluding subcontractors’ profit, plus 5 or 10 per cent. to cover its 
profit and certain expenses, this contract would certainly be 
considered a good one from its standpoint; but such a plan is not 
generally followed throughout the life of an undertaking if there 
is thrifty, progressive management. Additions and extensions 
are commonly constructed and supervised by the operating com- 
pany itself without the intervention of a general contractor, and 
there is nothing in the record to show that this common practice 
was not followed in the case of the Metropolitan system. 

It is also undoubtedly true that if a general contract were 
let for the reproduction of the éntire Metropolitan system, 
the net cost of labor and materials would be less than that 
computed by Mr. Connette, because an expenditure of nearly 
$50,000,000 would make it possible for a general contractor 
to secure unusually low prices for all of the materials and sup- 
plies which he would purchase—prices below those used as 
the basis of the estimates. 

In the opinion of the Commission, therefore, the allowance of 
$3,300,000 for contractor’s profit is generous. 


§ 290. Contractor’s profit—Valuation of Falmouth, Mass., 
_ water plant. | 
The case of Town of Falmouth v. Falmouth Water Com- 
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pany, 180 Mass. 325, 62 N. E. 255, decided. January. 3, 
1902, involves the valuation of a water plant for-purposes. 
of municipal purchase. A statute gave the town the right 
to take over the plant on payment of actual cost with 
interest. —The company had made a contract with @ con- 
tractor to build its works agreeing to pay the “‘market 
value at that time,” with a certain percentage added for 
engineering expenses. During the progress of the work 
the market value of machinery and materials increased’ so 
that the contract price paid. by the company was con- 
siderably greater than the actual cost to. the contractor. 
The town claimed that the actual cost which they were 
to pay was the actual-cost to the contractor plus. only. an 
ordinary profit. Justice Loring said (at page 258): 


It is argued by the town that this result amounts to sub- 
stituting market. value for actual cost, and actual cost excludes 
everything in the nature of a profit. It is true that-actual cost 
excludes everything in the nature of a profit; but what is actual. — 
cost. to the company includes a profit to the contractor, just 
as what is actual cost to the contractor includes a. profit to 
the merchants of whom he buys his material.. The company 
had to pay a profit to the contractor, as the contractor had to — 
pay a profit to the material men. The legislature no more in- 
tended. to open up the speculative question of the reasonable- 
ness of. the profit made by the contractor in- his contract with 
the company than that of the reasonableness of the profit made 
by the material men in. their contract. with. the contractor. 
What it intended to do was to provide that the price to be 
paid: by the town should not depend upon opinions. as-to the 
market value of the property when taken, but should. be. re- 
stricted to: what it had cost the company, with interest at. 5 
per cent. That it did not forbid the company in the first. in- 
stance fixing the price which it was to pay for the construc- 
tion ofits works atthe market value on completion, if it.thought: 
it to be for the best interests of those interested: in. the cor- 
poration to. make a.contract for its plant: on that basis. 
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‘§ 291. Interest during construction. 

_ In approved systems of uniform accounts, interest dur- 
ing construction is recognized as a proper capital charge. 
It is customary to include an allowance for interest during 
construction in appraisals for rate or public purchase 
purposes. In the case of Brunswick and T. Water Dis- 
trict v. Maine Water Company, 99 Me. 371, 59 Atl. 537, 
542, decided December 14, 1904, the Supreme, Judicial 
Court of Maine.in laying down rules to govern appraisers 
in making a valuation of property for purposes of munic- 
ipal purchase says in regard to interest during construc- 
tion: : 


And a fair rate—usually the prevailing rate—of interest 
upon the money invested in the plant during construction, 
and before completion, is as much a part of the cost of con- 
struction, as.is the money itself which is expended for materials 
and labor. 


The ease of the Long Branch Commission»: Tintern 
Manor Water Company, 70 N. J. Eq. 71, 62 Atl. 474, 481, 
decided November, 1905, involves the valuation of a water 


plant for rate purposes. In this case the New Jersey Court 


of Chancery allowed an item of $117,000 to cover in- 
terest during construction on a total construction cost of 
$1,270,000. Though court decisions considering interest 
during construction are few the above and decisions 
quoted in §§ 245, 246, 254, 292, 293, as well as the uniform 
allowance for this item in the decisions of state commis- 
sions, fully establish it as a proper charge. However, in 
Lincoln Gas and Electric Light Co. v. City of Lincoln 
(see § 247) there is no allowance for interest during con- 
struction, and in Cedar Rapids Gas Light Company ». 
Cedar Rapids (see § 240) this item is considered specula- 
tive, and in the following instance the Appellate Division | 
of the Supreme Court of New York has disallowed interest 
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during construction. People ex rel. New York, Ontario 
& Western Railway Company »v. Shaw, 143 App. Div. 
(N. Y.) 811, 128 N. Y. Supp. 177, decided March 8, 1911, 
is'a case involving the assessment of railroad right of 
way in a New York tax district. Reproduction cost was _ 
accepted as the measure of value for the purposes of this 
case. Judge Kellogg says (at page 813): 


We may say in passing that the item of interest was properly 
rejected by the court as speculative in amount and unsupported 
by the evidence. Of course, each dollar, as it was expended 
in the railroad, ceased to produce income until the road could 
be placed in operation. One witness thinks it would take eight- 
een months to put the road in operation. That must be mere 
guesswork. It is evident that about five miles of railroad may 
be built in much less time, and that the time employed would 
depend entirely upon the manner in which the work is pushed. 
There is no substantial basis upon which the item of interest 
may be computed. 


§ 292. Interest—Minnesota Railroad Rate Case, 1911. 

The case of Shepard v. Northern Pacific Railway Co., 
184 Fed. 765, 809, decided April 8, 1911, involves the 
valuation of certain railroads for rate purposes. Circuit 
Judge Sanborn discusses allowance for interest during 
construction as follows: 


Exceptions were taken to the allowance of interest at 4 per 
cent. per annum on the cost of the reproduction of the railroad 
properties during one-half of the estimated times of their con- 
struction. But the evidence is conclusive that moneys invested 
for the purchase of rights of way for, and in the construction 
of, railroads, ordinarily produce no net income during the period 
of construction, that the amount of capital thus losing returns 
is ordinarily equal to one-half of the cost of reproduction dur- 
ing the entire period of construction, or to the entire cost dur- 
ing one-half of that period. There is no doubt that interest 
at a fair rate on the capital invested in materials and labor 
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that remains idle during construction is as much a part of 
the cost of constructing or reproducing a railroad as is the 
money paid for those materials or that labor. Brunswick 
Water District v. Maine Water Company, 99 Me. 371, 59 Atl. 
537, 542. Mr. Morgan, the engineer and witness for the de- 
fendants, allowed in his report to the Commission, and verifies 
the justice of an allowance, of 4 per cent. per annum during 
one-half of the period of construction; but the amounts he 
allowed were less than those found by the master, because 
his estimates of the cost of reproduction and of the times req- 
uisite for construction were less. The weight of the testimony 
on this subject, however, sustains larger amounts than those 
fixed by Mr. Morgan or the master, and there was no error 
against the defendants in the latter’s finding and allowance 
of the item here under consideration in either of the cases in 
hand. 


§ 293. Interest—Oklahoma Telephone Rate Case, 1911. . 

The case of Pioneer Telephone and Telegraph Company 
v. Westenhaver, involves the valuation of a telephone 
plant for rate purposes. In regard to interest during con- 
struction the Oklahoma Supreme Court says: 


Item No. 3, disallowed by the Commission, is for interest 
on the capital invested during the period of construction. .. . 
It is a matter within the observation and knowledge of all 
that a plant, the cost of whose physical units put together 
into a completed plant approximates $100,000, cannot be con- 
structed instantly. It requires time to assemble the physical 
properties, and still a greater length of time to put those 
units into place, where they may be used to render service. 
During this period, the capital invested must cof necessity be 
idle, and no income can be derived therefrom. When the con- 
struction of the plant is completed, no willing seller, who is 
not forced to sell, would take for his plant the cost of the phys- 
ical units and the cost of the labor in the construction, because 


* Pioneer Telephone and Telegraph Company v. Westenhaver, 118 Pac. 
004, 357, decided January 10, 1911. 
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the plant has cost him in addition thereto the use of the capi- 
tal, or a:certain part thereof, invested in the physical: properties 
during the time of construction. A willing buyer could afford 
to pay, and would pay, more than the actual cost of labor and 
material, assuming that the plant has been economically con- 
structed, because such cost would not represent the total ex- — 
penditures the purchaser would have to make in order to con- 
struct the plant himself. In addition to such expenditures, 
‘he would have to expend the earnings of his capital during 
the period of construction. No case has been cited, and in our 
investigation we have found no case, involving this question, 
where a reasonable amount has not been considered and al- 
lowed for loss of interest during construction as part of the 
cost of construction. 


§ 294. Interest—Wisconsin Railroad Commission. 

In the case of State Journal Printing Co. v. Madison — 
Gas and Electric Company, 4 W. R.'C. R. 501, 541, de- 
cided March 8, 1910, the Wisconsin Railroad Commission 
discusses interest during construction at considerable 
length: 


The cost of interest during construction was the subject of 
much testimony. The staff of the Commission used 3 per cent 
under the assumption of one-year construction, but changed 
it to 4 per cent, because it was estimated that the construc- 
tion might require more than one open season. Interest at 
3 per cent. under a one-year construction period would be at 
the rate of 6 per cent for the whole amount of capital during 
half of the period of ‘construction. . . . 

.... The element of interest during construction, theo- 
retically, is the current rate for the use of each item of the 
outlays during the time which intervenes between each such 
outlay and the date of the completion of the plant up to the 
point of operation. The sum of these charges, however, 
is the minimum amount that should be allowed as interest 
during construction. As a practical question, it would seem 
inevitable that the actual interest cost might, in some cases, 
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be even greater than this, for the money might have to be 
provided in advance of the installation of the integral parts 
of the plant. Land has to be provided, franchises secured, 
organization effected, bonds marketed and much expense in- 
curred at the start. The opinion, however, seems to prevail 
that all the money should be figured as under interest for half 
the construction period. This is equivalent to an assumption 
that the expenditures involved in construction would follow 
a uniform curve from the commencement of construction to 
completion thereof to the point of operation, and that money 
could be borrowed just as needed or, if borrowed all at the 
beginning, could be placed at interest at the rate paid for the 
whole amount and withdrawn as fast as needed in the work 
of construction. ... 

But whatever the interest rate may be in any particular 
case, it is likely to be considerably higher for the original plant 
than for subsequent extensions to it. This is due partly to 
improvements in the credit of the plant, and partly to the 
fact that for a plant that is in operation and earning money 
there are many ways in which the income and the working 
capital can temporarily be so used as to keep down the inter- 
est charges for new additions without materially affecting 
either the income or operating expenses of the plant. 


§ 295. Interest—St. Louis Public Service Commission, 1911. 

In the valuation for rate purposes contained in a report 
of the St. Louis Public Service Commission to the Munic- 
ipal Assembly on rates for electric light and power, 
February 17, 1911, the Commission allowed $725,780 for 
interest during construction on construction of physical 
properties. The entire cost on which this allowance was 
made was $14,872,061. The company asked for an in- 
terest allowance of $2,490,749. The Commission states 
that the wide difference between its figures and those of 
the company was the result of the company’s assuming a 
hypothetical set of conditions while the Commission has 
aimed to consider the actual conditions under which the 
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work was carried on. The Commission says (Report, 
page 50): 


As a very marked illustration of the difference in results 
caused by adopting the Commission’s: method of considering 
actual conditions instead of the hypothetical conditions as- 
sumed by the Company, we would call attention to the item 
of interest during construction on real estate. Under the as- 
sumed conditions as used under the theory of Cost of Repro- 
duction New, the present value of the real estate as estimated 
by the Company was taken as a basis, and to this was added 
compound interest for a number of years to come. It is evi- 
dent that if such a method of valuation were allowed, the 
present consumer would be required to pay now not merely 
on a high present value, but even on a still higher future value. 

The wide difference between the Company’s and the Com- 
mission’s figures on this item is due to the Commission’s be- 
lief that in dealing with interest during construction the Com- 
pany is wrong in theory, that its assumptions are not in ac- 
cordance with the real facts in the case, and that the results 
arrived at are unreasonable. 


As indicated above, the Commission’s interest allowance 
on land was based on the original cost of the land and not 
on its present value. The Commission allowed 6% in- 
terest for the mean time over which the expenditures were 
spread before operation began. The mean time is as- 
sumed to be one-half of the actual period of consurnciias 
except in the case of the real estate. 


§ 296. Interest—New York Public Service Commission, First 
District, 1911. 


In the case of Mayhew »v. Kings County Lighting Com- 


pany, 2 P. §. C. 1st D. (N. Y.) —, decided October 20, 
1911, the question of interest during construction is dis- 
cussed by Commissioner Maltbie: 


As to interest and taxes, a close estimate can be made. Not 
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more than eighteen months would be required to construct 
so much of the plant as might be necessary for the beginning 
of operation according to the testimony of the engineers of 
the company. This does not mean that the whole undertaking 
with all its lines, from the very beginning to the end, would 
be built in that period, but that the equated period would not 
exceed that time. The period of construction of the initial unit 
practically determines the limit. As soon as an operating unit 
and a few lines are completed, operation of that portion may 
begin, and when operation may begin the construction period 
for that portion ends, and when the construction period ends, 
interest and taxes may no longer be charged to construction 
cost. They then become charges against income and -should 
be paid out of operating income. As other lines are built and 
additions made, it is proper to charge interest upon them to 
capital, but only until the property is ready for use, provided 
good management has been had throughout. Thus the equated 
period becomes not the time from the initiation of the idea to the 
completion of the last remote branch (that may be many years 
or decades), but the weighted average time for the completion 
of each operating unit, due allowance being made for the cost 
of such unit. A pure average is not correct, for the amount 
of interest to be paid has relation not merely to the period 
but to the cost of the work. In this case the equated period 
of construction would not exceed eighteen months. The rate 
of interest would be about six per cent. per annum, and the 
taxes would be small. 

It is obvious that the whole cost would not bear interest for 
the equated period, as funds would be provided only as needed. 
Certain apparatus would be purchased just before the beginning 
of operation, and therefore it would not be unfair to the com- 
pany to compute interest for the full period upon one-half of 
reproduction cost, plus the cost of land and other preliminary 
and development expenses. Upon this basis, $120,000 would 
be ample. 


This subject is also discussed as related to street railway 
construction in Re Metropolitan Street Railway Reor- 
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ganization, 3 P. 8S. C. 1st D. (N. Y.) 118, 178, decided 
February 27, 1912. 


§ 297. Interest—State railroad appraisals. 

In the Minnesota railroad appraisal of 1908, interest 
during construction was allowed at 4% per annum for 
one-half of the estimated time required to build the re- 
spective lines, which according to their mileage, varied 
from one to eight years. Thus the total allowance was 
from 2% to 16% (see § 252). In the Michigan railroad 
appraisal of 1900, the rate of interest was fixed at 6% per: 
annum, the construction period at one year, and interest 
was allowed for one-half of the estimated construction 
period. Accordingly, there was a uniform allowance of > 
3% for interest during construction. In speaking of the 
Michigan allowance, Henry Earle Riggs says: *° 


The corporate history of the Ann Arbor Railroad, in Michi- 
gan, shows that it was built in sections of from 25 to 30 miles, 
and that each section was put into operation as soon as built, 
so that, while the actual period of construction of the complete 
property extended over 15 years, no section was under con- 
struction much more than one year. This is typical of much 
of the railroad building of the past, and on such a property the 
interest charge would be comparatively small. 

A proper charge in such a case would clearly not be suffi- 
cient in the case of a road several hundred miles in length, 
through mountains, with tunnels, heavy bridges, and other 
structures which would extend the actual construction over — 
periods of from 3 to 5 or 6 years, and this is particularly true. 
where the road is a main line or artery, and where local traffic 
is of minor importance. 


In the Wisconsin railroad appraisal of 1903, the allowance. 
for interest during construction was also 3% (see § 261). 


30 See his paper on Valuation, in Proceedings American Society of Civil — 
Engineers, November 1910, p. 1512. 
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In the Washington railroad appraisal of 1908, the allow- 
ance was from 3% to 744% (see § 258). In the South 
Dakota railroad appraisal of 1910 the allowance was 3% 
(see § 257). 


§ 298. Interest—Massachusetts appraisal of N. Y., N. H. & 
H. R. R., 1911. 
George F. Swain in his appraisal of the New York, New 
Haven and Hartford Railroad for purposes of capitaliza- 
_tion discusses interest during construction as follows: *? 


Interest and Commissions.—This item covers interest on the 
capital required prior to the opening of the road. It is based 
on an assumed rate of 6 per cent. per annum, and the further 
assumption that it will take four years to complete the road, 
making an average charge of 6 per cent. for two years on the 
entire cost, including the present overhead charges, but not 
including equipment, which would be the last thing purchased. 
This is the same figure which was used by Price, Waterhouse 
& Co. 

With reference to this charge, it must be remembered that 
the rate of interest to be assumed is not that which the New 
York, New Haven & Hartford Railroad Company to-day 
would have to pay for money. It is, on the contrary, the rate 
which a new company intending to build a road would have 
to estimate upon. On this basis, 6 per cent. is certainly not 
too high. This item also includes the legitimate charges of 
marketing the securities, not including, however, any discount 
on those securities, except so much as may be the legitimate 
commission to the bankers for the expense of marketing. 


§ 299. Promotion and organization. 
Most appraisals contain a small percentage to cover 


31 Report to the Joint Board on the validation of assets and liabilities 
of the New York, New Haven and Hartford Railroad under Chapter 652, 
Acts of 1910, by George F. Swain, Engineer in Charge. Published in Re- 
port of the Massachusetts Joint Commission on the New York, New Haven 
& Hartford Railroad Company, February 15, 1911, pp. 51, 87. 
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legal and other expenses connected with the organization 
of the company. In some cases this is included in an 
allowance for general and legal expenses. A few ap- 
praisals in addition to making provision for company 


= 


organization include a substantial allowance for promo- — 


tion. The New York Public Service Commission for the 
First District has included such an allowance under the 
term ‘preliminary and development” expenses (see also 
§ 302). In re Queens Borough Gas and Electric Company, 
2 P.8. C. lst D. (N. Y.) —, decided June 23, 1911, Com- 
missioner Maltbie in delivering the opinion says: 


There are certain expenses connected with every under- 


taking which are not represented by physical property but 
which must be incurred before the plant is operated. These 
relate to the initial promotion of the scheme and the organi- 
zation of the company. Investors must be interested, lawyers 
and engineers must be consulted, and franchises and permits 
must be secured. 


In the case of Cedar Rapids Gaslight Company v. Cedar 
Rapids, 144 Ia. 426, 120 N. W. 966, 970, decided May 4, 
1909, involving the valuation of a gas plant for rate pur- 
poses, the Iowa Supreme Court ruled against an allowance 
either for organization or promotion: *? 


Nothing can be allowed for the promotion and. organization 
of the company, for it is immaterial by whom the plant may 
be owned in estimating its value. 


In Knoxville v. Water Company ** the Supreme Court of 
the United States refers to but does not decide this ques- 
32The company carried this case to the Supreme Court of the United 


States and the decision of the state court was sustained. (Cedar Rapids 
Gaslight Company v. Cedar Rapids, 223. U. 8. 655, decided March 11, 


1912.) Justice Holmes in delivering the opinion of the court does not, 


however, refer in any way to the question of promotion cost. 
33 Knoxville ». Water Company, 212 U.S. 1, 29 Sup. Ct. 148, 53. L. ed. 
371, January 4, 1909. . 
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tion. In this case the court below had included $10,000 
on a total cost of $608,000 to cover ‘‘organization, pro- 
motion, etc.” Justice Moody says ‘‘ we express no opinion 
as to the propriety of including” this item ‘‘but leave 
that question to be considered when it necessarily arises.”’ 
‘““We assume, without deciding that” this item was 
“‘properly added in this case.”’ The above seem to be the 
only court decisions that refer to this question. Promo- 
tion considered as the cost of prospecting and securing the 
financial backing necessary to the initiation of a new 
enterprise does not appear to have been allowed for in 
the various appraisals considered, except in those of the 
New York Public Service Commissions as shown in 
§§ 301, 302. | 


§ 300. Promotion—St. Louis Public Service Commission, 
1911. 

The valuation for rate purposes contained in a report of 
the St. Louis Public Service Commission to the Municipal 
Assembly on rates for electric light and power, Febru- 
ary 17, 1911, contains an allowance of $125,000 for ex- 
pense of organization and of $32,944 for interest on the 
organization expense. In this case the total estimated 
cost of organization and construction including overhead 
charge was $15,030,505. The Commission says (Report, 
pages 31, 32): 


In addition to the value of its physical property, the Company 
is entitled to have recognized as part of its assets on which it 
is entitled to earn a return, such amounts of money as have 
been expended by way of fees paid to the state, legal expenses, 
etc., in the formation of the corporation and the legitimate 
expenses of obtaining the franchise by the corporation, if any; 
but expenses preliminary to the organization of the corporation 
in prospecting the field, interesting prospective stockholders, 
and promoters’ profits are not, in the opinion of the Commission, 
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under the laws of this State, proper items for consideration 
in this connection. 

The Company claims for this $7 09,000, and presented ex- 
pert testimony in support of its claim, based on the theory 
of cost of reproduction new of the Company, but its witnesses 
included in this item many elements of expense which do not 
seem applicable to this case, or indeed proper elements of 
charge as part of this item. The amount of the Company’s 
claim is fixed arbitrarily at three and one-half per cent. of its 
valuation of all the balance of its permanent investment. We 
fail to see any relation between this item of expense and the 
value of the Company’s investment, and no reason was given 
for thus determining its amount. 

It appears to be simply an arbitrary method of arriving at 
' the amount of this expense. We consider that an allowance 
of $125,500 is ample to cover this item. Interest is allowed 
specifically upon this item, inasmuch as such expenditures 
generally precede the operation of the plant by a considerable 
period of time. 


In this case the company also requested an allowance of 
$428,509 for time and expense of permanent organization 
force during construction period. The Commission disal- 
lowed this item, stating that (Report, page 33) ‘‘ As a mat- 
ter of fact, as is often the case, the operating officials and 
the engineering officials, were to a great extent identical, 
and in making an allowance of 5 per cent for engineering 
on all the items of construction, the Commission considers 
that it has made allowance to cover the cost of the time 
of officials paid for as operating expenses but really de- 
voted to engineering.”’ 


§ 301. Promotion—New York Public Service Commission, 
Second District, 1908. | 
The New York Public Service Commission, Second 
District, in the matter of the application of the Rochester, 
Corning, Elmira Traction Company, 1 P. S. C. 2d D. (N. 
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Y.) 166, decided March 30, 1908, lays down the principle 
that in determining the amount of securities that may be 
issued by a new enterprise a fair allowance will be made for 
services in promoting the organization of the enterprise. 
Such allowance will be placed upon a basis of just pay- 
ment for valuable and indispensable services. Chairman 
Stevens in his opinion says (at page 177): 


Another subject of great interest and importance is the 
compensation, if any, to which the promoters of the enter- 
prise should be entitled for their services. Promotion has been 
so extensively abused and has been so universally used as a 
cover for abuses in capitalization that it has come to be re- 
garded as a term of reproach and as a device to work schemes 
of robbery upon the investing public. No reason is apparent 
why this should necessarily be so. The honest services of a 
capable promoter are indispensable to the flotation of every 
comprehensive and far-reaching scheme of development in the 
railroad world, or elsewhere. A clear vision to see opportuni- 
ties, ability to demonstrate them to others, and energy to 
push to completion works untried but of great moment, are 
indispensable to material development and should be fairly 
and even liberally rewarded by the public which receives the 
benefit of those works. Such rewards, however, should be 
put upon a clear basis of business principle, should be of suffi- 
cient magnitude to encourage rather than discourage enter- 
prise, and should not be so great as to make an exorbitant 
demand which is perpetual in its nature, upon the community 
to be served. They are to be treated simply as just payments 
for services performed for the corporation, which services 
are valuable and in many cases even indispensable. Such serv- 
ices should be paid for upon the basis of what they are fairly 
worth, having regard to all the circumstances of the case. 


In the case under consideration the Commission fixed 
the allowance for promotion at 5% on the estimated cost 
of the railway. 
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§ 302. Promotion—New York Public Service Commission, 
First District, 1912. 

The New York Public Service Commission for the 
First District has included an allowance for costs of pro- 
motion in various rate and capitalization cases. Re 
Metropolitan Street Railway Company Reorganization, 
3 P.8. C. 1st D. (N. Y.) 118, 165, decided February 27, 
1912, relates to capitalization after reorganization. The 
Commission discusses development expense as follows: 


There are certain expenses connected with every under- 
taking which are not represented by physical property, but 
which must be incurred before the undertaking is operated. 
Lawyers and engineers must be consulted. Permits must be 
secured. Interest and taxes during the period of construction 
must be paid, and as there are no earnings, they must be in- 
cluded as part of the cost of the undertaking. There are 
also other expenses connected with the experimental and trial 
operation of machinery and the adjustment of various parts 
of the enterprise, which antedate operation. 

Ordinarily, one would expect that the company itself would 
have data upon which to base an estimate of a reasonable al- 
lowance for these items; but no such data have been produced. 
In other cases decided by the Commission, when an estimate 
has been necessary, the amounts allowed for promotion of the 
original scheme, the securing of rights and permits, experi- 
mental operation, adjustment of system, preliminary legal 
fees and technical advice have varied from 51% to 8 per cent. — 
of the reproduction cost of the plant plus the cost of the land. 
These were small plants compared with the Metropolitan sys- 
tem, and as many expenses are nearly the same in amount 
regardless of the size of the company, a percentage basis is 
not the correct standard. Seven per cent of the cost to re- 
produce the physical property in this case would be nearly 
$5,000,000. 

The whole question of preliminary and development charges 
is so bound up with another subject, to which much attention 
was given—‘‘going value” or ‘going concern. value’’—that 
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the two cannot well be separated, and it is necessary to consider 
the testimony upon this subject before a final estimate is 
made... . 

After considering all of the opinions and peculiar facts re- 
lating to this system it is the opinion of the Commission that 
a sum of from $5,000,000 to $7,000,000 for development ex- 
penses in addition to the amounts already allowed and in addition 
to the payments to be made out of the fund of $7,300,000 is ample 
to cover promotion expenses, preliminary legal fees and tech- 
nical services, adjustment of plant and all other elements 
which should be included. 
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§ 320. Definition. 

Two elements may be present in bond discount: 
(1) brokerage, (2) deferred interest. Brokerage has been 
defined as ‘‘the expense necessary to be paid a reputable 
broker for making a full and complete investigation into 
the cost and prospects of an inviting public service enter- 
prise and a reasonable compensation for inducing his 
clientage to invest in well secured bonds and securities of 
such corporation.” If bonds are sold to a broker at 95 
who takes them with the expectation of being able to dis- 
pose of them to the public at 100, the 5% discount is 
purely a brokerage charge. If, however, the bonds are 
sold to a broker at 85 who in turn disposes of them to 
the public at 90, there is in addition to the brokerage 
charge of 5% a deferred interest charge of 10%, making 
a total discount of 15%. But both brokerage and deferred 
interest or discount proper are a part of the amount that 
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the company must pay on its borrowed capital. They 
should both be paid out of earnings during the term of the 
bonds. Payment for the use of money of whatever kind 
is in the nature of an interest payment and is most properly 
converted into and treated as an annual interest charge. 
Capital secured by the issue of 50 year 5% semiannual 
bonds at 84.2 actually costs the company 6% per year. 


§ 321. Treatment in uniform systems of accounts. 

The uniform systems of accounts adopted by the New 
York Public Service Commissions require that all dis- 
counts and commissions and all expense connected with 
the sale of bonds shall be charged to a suspense account 
and not to capital, and shall be amortized during the term 
of the bonds. The rule of the Interstate Commerce Com- 
mission for steam roads allows a fair brokerage commission 
to pay ‘‘for services'rendered in the sale of bonds” but 
not ordinary discount, to be charged to capital. But the 
more recent rule of the Interstate Commerce Commission 
in relation to accounts of electric railways forbids the 
charging of either discounts or commissions to construc- 
tion. The Wisconsin uniform systems of accounts allow 
discount to be charged to capital. No uniform accounting 
rules are prescribed by the Massachusetts commissions. 
The system of accounts voluntarily adopted by the 
American Telegraph and Telephone Company excludes 
discount from the construction account. The uniform 
accounts for systems of water supply adopted in 1911 by | 
a conference consisting of representatives of the United 
States Bureau of the Census, American Water Works 
Association, New England Water Works Association, 
American Association of Public Accountants, Ohio 
‘Bureau of Uniform Public Accounting and others, and 
published by United States Bureau of the Census, con- 
tains the following in relation to amortization of bond 
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discount and development and promotion expenses (at 
page 28): 


Intangible assets m the nature of capitalized costs of pre~ 
liminary operations, discounts on outstanding stock, and costs 
of promotion, should be amortized in equal payments for such 
number of years as the management finds is consistent with 
the best business administration. 


The systems of uniform accounts prescribed by the 
Public Service Commission of Maryland under date of 
June 12, 1911, to govern electrical corporations, gas cor- 
porations, street railway corporations, telegraph and tele- 
phone companies and water companies contain uniform 
provisions forbidding the charging of discount on securi- 
ties to capital account and requiring the amortization of 
discount during the term of the bond. These uniform 
provisions are as follows: 


Discounts upon securities. Discounts on securities or other 
commercial paper issued in payment for capital are to be pro- 
vided for in other accounts and must in no case be charged to 
capital accounts. 

Extinguishment of discount on securities. Charge to this ac- 
count at the close of the year the proportion of the unextin- 
guished discount on securities applicable to the period. This 
proportion shall be such an amount as will completely wipe 
out the discount on the debt during the interval between issue 
and maturity of the same. The corporation may, if it so desire, 
earlier wipe out such discount by charging all or any part thereof 
to the “‘Corporate Surplus or Deficit’’ account. 


In the past corporations have quite generally charged 
discount on bonds to construction cost, but in view of the 
stand taken against this policy by the leading authorities 
on accounting and the action of the Interstate Commerce 
Commission and various public service commissions in 
excluding it from that account and the action of cer- 
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tain corporations in voluntarily adopting the same policy, 
it seems that the amortization of bond discount will be- 
come the standard practice. 


§ 322. Treatment in connection with capitalization. 

The national commission appointed to investigate rail- 
road capitalization in its report made in 1911 recommends 
the amortization of discount on bonds: ! } 


It seems to be generally agreed that no limitation should 
be placed on the price at which bonds can be sold, but any 
discount should be cancelled or amortized during the life of 
the bonds by the appropriation each year, out of annual in- 
come or surplus accumulated after the issue of the bonds, 
of not less than the proportionate amount of the discount. 


Re Amortization Accounts of Third Avenue Railway 
Co., 3 P. 8. C. Ist D. (N. Y.) 51, decided February 3, 
1912, is a case involving the approval of issue of securities 
after reorganization, by the New York Public Service 
Commission for the First District. The existing statute 
as interpreted by the Court of Appeals permitted the 
reorganized company to issue new securities up to the 
amount of the old capitalization. The Commission, 
however, in approving such issue ordered the company 
to provide during the term of the bonds for the amortiza- 
tion of the difference between the actual value: of its 
property and its total capitalization. 'The Commission 
argued that this difference was in the nature of bond dis- 
count. Commissioner Maltbie said (at pages 55-57) : 


The requirement that discounts shall be amortized is a gen- 
erally recognized principle. The unanimous conclusion of the 
Railroad Securities Commission in its recent report to the 
President of the United States was to this effect. . . . 

The Public Service Commission has approved the issue of 


1 Report of the Railroad Securities Commission, November, 1911, p. 28. 
4 
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approximately $100,000,000 par value of bonds exclusive of 
the securities of the reorganized Third Avenue and Metro- 
politan Street Railway companies. Probably 90 per cent. of 
these securities have been 314, 4 or 5 per cent. bonds, issued 
at less than their par value. It has been the invariable practice 
of the Commission to require the difference between the cash 
proceeds of the bonds and their par value to be treated the 
same as bank discount or interest paid in advance and to be 
amortized within the term of the obligations. The propriety 
of this requirement has never been contested by any of the 
corporations affected. This procedure is in accordance with 
well established principles of accounting and with the rules 
of accounting prescribed by the Interstate Commerce Com- 
mission and the two Public Service Commissions of New York 
and other regulatory bodies. ... 

The excess of liabilities over assets is thus seen to be nearly 
$30,000,000. If the revisions in current liabilities and assets 
requested at a former hearing were allowed, the excess would 
be nearly $29,000,000. Even assuming that the current liabili- 
ties unfunded would be paid out of operating expenses, there 
would still remain an excess of upwards of $26,000,000. .. . 

In order that this difference, which is in the nature of a dis- 
count upon securities, may be eliminated during the life of 
the bonds, it is necessary that an amount should be set aside 
annually out of income before dividends and interest on the 
income bonds may properly be paid. It is evident that the an- 
nual amount is determined by the rate at which the fund will 
accumulate. It is certainly not less than 4 per cent., and upon 
this basis the annual payment would be $180,000 plus 4 per 
cent. upon previous payments and accumulations. If this 
course is followed, the company in 1960 will have a fund which, 
together with its other property, assuming it to be maintained 
as above stated, will be equivalent to the par value of the se- 
curities then outstanding. 


In Massachusetts the practice of the Board of Gas and 
Electric Light Commissioners in authorizing new bond 
issues is to fix the term and interest rate and prescribe 


S32" 
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that the bonds shall not be sold at less than par and ac- 
crued interest. The Massachusetts Railroad Commission 
on the other hand sometimes allows the issue of bonds at 
a discount. Chapter 536 of the Laws of 1910 provides 
that whenever the Commission authorizes the issue of 
bonds at a discount, it may in its order of approval or at 
any time thereafter require the company “‘to establish a 


sinking fund estimated to realize at the maturity of said 


bonds a sum equal to the difference between the amount 
er amounts for which such bonds were authorized or ap- 


proved, and the face value of the bonds so authorized or 


approved therefor, and may designate some Massachu- 
setts trust company as trustee and custodian of such 
fund, and may from time to time change such trustee.” 
It is also provided that ‘‘the provisions of any agreement 
relative to said sinking fund made between the street rail- 
way company and the trust company selected as such 


trustee, shall be submitted to said Board and shall not be 


valid until approved by it.””? George F. Swain, engineer 
in charge of the valuation of the property of the New 
York, New Haven and Hartford Railroad Company for 
the purpose of testing the existing capitalization, says in 
his official report (at page 88): 3 

It is recognized that discount on securities is not a proper 


charge to capital, but is simply an adjustment of interest, for 
if the securities can be sold at all, the rate of interest which 


they carry may be made such that they would sell at par. 


2 An order in relation to the establishment of a sinking fund for bond 
discount is contained in the Commission’s order of September 12, 1910, on 


_ the petition of the Shelburne Falls and Colrain Street Railway Company, 


42nd Annual Report of the Board of Railroad Commissioners, p. 117. 
® Report to the Joint Board on the validation of assets and liabilities of 
the New York, New Haven and Hartford Railroad under Chapter 652, 


Acts of 1910, by George F. Swain, Engineer in Charge. Published in Report 


of the Massachusetts Joint Commission on the New York, New Haven 
& Hartford Railroad Company, February 15, 1911, pp. 51-154. 


18 
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§ 323. Treatment in public purchase cases. 

No court or commission decisions have been found that 
include bond discount or brokerage in valuations for 
public purchase. The decisions in purchase and condem- 


nation cases have made no reference whatever to bond — 


discount as a possible element of cost or value. Discount 
is fundamentally not an element of investment but of the 
apportionment of returns on the investment. The manner 
in which profits are apportioned between the partners in 
an enterprise does not affect the value of the enterprise. 
The manner in which the profits of a public utility plant 
are apportioned between bondholders and stockholders 
does not affect the intrinsic worth of the plant. 


§ 324. Cleveland and Chicago street railway settlements. 

The Cleveland street railway settlement of 1909 fixes 
a valuation of the property of the Cleveland Street Rail- 
way Company which forms the basis for adjustment of 
rates and for possible municipal purchase. The valuation 
which was the original basis of this settlement was made 
by Judge Tayler, acting as arbitrator, December 17, 1909, 
and includes no allowance for brokerage or discount. The 
settlement ordinance contemplates a rehabilitation of the 
existing lines and provides for municipal purchase at any 
time on payment of the above original valuation and the 
par value of any stock or bonds issued to pay for the con- 
struction of additions to property plus a bonus of 10%. 
The stock, however, may not be issued at less than par 
and the bonds may only be issued at less than par with 
the consent of the city. 

The valuations made during the period 1906 to 1910 
for the purposes of the Chicago Street Railway Settle- 
ment include an item of 10% on the total estimated cost 
of reproduction to cover legal expenses, interest during 
construction, contingencies and brokerage. The settle- 
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ment ordinances, 1907-1910, provide for municipal pur- 
chase at any time at the above stipulated valuations plus 
the cost of all additions to the property. To the actual 
cost of such additions there is to be added 10% ‘‘as a fair 
and proper allowance to the company for conducting 
the said work and furnishing the said equipment” and 
5% “for its services in procuring funds therefor, includ- 
ing brokerage.” 


§ 325. New York subway contract. 

The question of including bond discount in the proposed 
terms of purchase to be inserted in franchises for the con- 
struction and operation of rapid transit railroads in New 
York City is discussed at length in the ‘‘ Report of a Com- 
mittee of the Board of Estimate and Apportionment and 
of the Public Service Commission for the First District 
with relation to pending proposals for rapid transit lines,” 
June 5, 1911. The report opposed the contention of one 
of the companies that bond discount was a legitimate part 
of ‘actual cost”’ (pages 81, 84): 


It is not maintained that the par value of bonds may not 
exceed the amount of money which a company must raise. 
It is conceivable that it would be more advantageous to a 
company to issue a 4% bond and sell it at a discount than 
to issue a 5% bond and sell it at par. . . . But if such a course 
were followed, the City ought not to be compelled as a direct 
result to pay many millions more than it otherwise would. 
It is self-evident that neither the cash investment nor the 
value of the property has been increased by the issuance of 
a 4% bond as compared with one bearing a higher rate of in- 
terest. . . . Discount on bonds is practically interest in another 
form and cannot properly be considered as part of the cost of 
the property. 


§ 326. State railroad appraisals. 
Neither bond discount nor brokerage has been consid- 
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ered in the general state railroad appraisals made by 
Texas subsequent to 1893, by Michigan in 1900 and 1902, 
by Wisconsin in 1903, by Minnesota in 1907 and by South 
Dakota in 1910. The appraisal by Texas was for the pur- 


pose of regulating capitalization, by Michigan and Wis- | 


consin for tax purposes and by Minnesota and South 
Dakota for the regulation of rates. Engineer Henry Earle 


Riggs, connected with the Michigan appraisal, states that. 


discount on bonds was not included as it was not con- 
sidered ‘‘a proper capital charge but rather an adjustment 
of the interest rate to the existing market condition and 
chargeable to interest account and not capital.” + 

In the Washington railroad appraisal, Mr. Gillette, 
Engineer for the Washington Railroad Commission, in- 
cluded in his estimate of the original cost of the Northern 
Pacific Railway an item of $7,173,190 for interest dur- 
ing construction and bond discount. It is stated that of 
the first $22,400,000 expended by the road, more than 
$5,900,000 was charged to interest and discount, or nearly 
27% of the total. However, in his estimate of cost-of- 
reproduction-new of the same road there is no allowance 
for bond discount.°® 


§ 327. Valuation for rate purposes. 

As regards a valuation for rate purposes the argument 
against the inclusion of bond discount is convineingly 
stated in the ‘‘ Report of the Committee on railroad taxes 
and plans for ascertaining the fair value of railroad prop- 
erty”? submitted to the twenty-third annual convention 
of the National Association of Railway Commissioners, 
October, 1911 (Proceedings, page 149): 


4See his paper on Valuation in Proceedings American Society of Civil 
Engineers, November 1910, p. 1417. 

5 See Second and Third Annual Report of the Washington Railroad Com- 
mission, 1907-1908. 


a 
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Whether bonds are issued at a premium or a discount, it 
is the actual amount in money received therefrom that is of 
importance in fixing value for rate purposes. The same may 
be said of stock issued at a premium. It is sometimes argued 
that because bonds are allowed to be issued below par that 
discount or brokerage is a proper charge in estimating cost 
and fair value for rate purposes. . . . Payment for the use of 
money of whatever kind is in the nature of an interest pay- 
ment and is most properly converted into and treated as an 
annual interest charge. . . . In.a rate case it is not necessary 
to consider the manner in which the company chooses to pay 
this annual charge. It makes no difference for this purpose 
whether the company may have issued 6 per cent. bonds at 
par or 5 per cent bonds at 84.2. The real payment was 6 per cent 
in either case. In a rate case the rate of return allowed the 
company on its investment must be at least equal to the real, 
as distinct from the nominal, rate paid by the company for 
the use of borrowed money. And having provided for necessary 
brokerage and discount in the rate of return allowed, it is clear 
that discount on bonds should not be added to the valuation 
for rate purposes as that would result in a double allowance 
for discount. | 


In a rate case the fair rate of return allowed on the fair 
value of the property must at least equal the interest rate 
on bonds necessarily issued plus the amortization rate 
for the amortization of the discount upon such bonds. 
Bond discount need only be considered therefore in so far 
as it may throw some light on the question of what con- 
stitutes under the circumstances of the case a fair rate of 
return. It has, however, nothing whatever to do with 
actual cost or with reproduction cost or with fair value, 
either for rate purposes or for public purchase. 


§ 328. Washington Railroad Commission—Rate Case. 
In Paulhamus v. The Puget Sound Electric Railway, 
February 26, 1910, the Washington Railroad Commission 
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considered very carefully the question of bond discount. 
The company asked for an allowance of $420,500 in an 
estimate of cost of reproduction to cover bond discount. 
The Commission allowed, however, but $150,273, which 
was 5% of 75% of the cost of reproduction. The follow- 
ing is a digest of the opinion: 


The expense necessary to be paid a reputable broker for 
making a full and complete investigation into the cost and 
prospects of an inviting public service enterprise and a rea- 
sonable compensation for inducing his clientage to invest in 
well-secured bonds and securities of such corporation is a 
legitimate and proper item of expense. Well-secured bonds 
are such as have behind them the guarantee of a solvent in- 
dependent road or where a substantial amount of the invest- 
ment is procured independent of the mortgage bonds. Where 
all the investment, including costs of. organization and pre- 
liminary surveys, are derived from the sale of bonds, the loan 
is not a financial business transaction, but is a financial specu- 
lation. Discount paid under such circumstances is not a proper 
item to be considered in valuing the property. Held, under 
the facts in this case, that 5 per cent. of 75 per cent. of the cost 
of reproducing the road is a proper and ample sum to cover 
the costs of financing the enterprise. 


In subsequent valuations made by the Washington Com- 
mission, the rule above laid down has been adhered to. 
There has been an allowance for brokerage equal to 5% 
on 75% of the cost of reproduction. This amounts to 
3.75% on total cost of reproduction. The standard of 
fair value used by the commission is market value and 
not cost of reproduction, though the latter factor is 
doubtless given great weight. 


§ 329. Wisconsin Railroad Commission—Rate Cases. 
The Wisconsin Railroad Commission considers the 
question of bond discount in the case of Hill v. Antigo 
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Water Company, 3 W. R. C. R. 6238, 646, decided Au- 
gust 3, 1909. This case involved the determination of 
the fair value of a water plant for rate purposes. It was 
found that the original bonds issued by the company were 
issued at a discount of 8% amounting to $5200. In more 
recent years there had been additional bond issues and 
also additional discounts, such discounts amounting to 
$1700. In determining cost of construction the Com-— 
mission included the $5200 discount on the original bond 
issue but excluded the $1700 discount on subsequent 
bond issues. The Commission did not include the $5200 
in the cost of reproduction and what consideration was 
actually given it in the fair value for rate purposes is not 
clear. The following is from the decision (page 646) : 


The last item in table I is an amount of' $5,200 which was 
paid as discount on the first issue of the bonds of the plant. 
This issue, it appears, amounted to about $65,000, and was 
sold at a discount of 8 per cent. or at 92 cts. on the dollar. 
Whether this is a legitimate cost to be included in the cost of 
construction, will perhaps depend upon the circumstances in 
each particular case. If the utility is needed and the capital 
for it can be had on no better terms, then it is difficult to see 
on what ground such discounts should not be included in the 
cost of the plant. To so include it has been and is the almost 
universal practice. Under such conditions it is simply in the 
nature of an extra interest charge, that those who desire the 
utility may be willing to pay interest on rather than forego 
the service. When the discount is due to the fact that the rate 
of interest which the bonds bear is so low that the bonds must, 
for this reason, be sold for less than par, then it may also be 
a proper charge to the construction account, and this on the 
theory that the increase in the cost of the plant from this source 
is compensated for by the lower annual interest charges on 
the bonds, due, of course, to the low rate of interest which 
they bear. 

When, on the other hand, discounts on bonds are charged 
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to the construction account for, perhaps, no better reason than 
that it has been customary to do so, or in order to cover outlays 
which it would not be fair to treat as a part of the investment, 
then they should obviously be omitted from this account. 

Whether bonds will have to be sold at a discount, ordinarily 
depends upon the financial condition and prospects of the 
company by which they are issued. Companies that are not 
overcapitalized, whose earnings are large enough to leave a 
fair margin of safety above the interest charges at present 
and promise to do so in the future, and whose bonds bear 
interest at the ordinary rates, have usually little or no trouble 
in disposing of them. In some instances they sell their bonds 
above par, in other cases, again, below par, and in still other 
instances at par. The variation in prices in such cases usually 
depends on monetary conditions and on the rate of interest 
which the bonds bear. Under such conditions an equilibrium 
might be established by charging the construction account 
with all discounts on bonds and crediting it with all premiums 
above par. Such methods of dealing with this matter would 
seem fair, and there are companies by which it has been adopted. 

There are also instances where discounts on bonds are 
charged directly to operating expenses. This practice may 
also be sound from the company’s point of view, especially 
when the earnings are large enough to permit it. If the re- 
sults of so charging such discounts should be an increase in 
the rates for the services rendered to the public, then this 
method would differ from that under which they are charged 
to construction only in this, that in the former case the burden 
of paying them falls upon the present generation of customers, 
while under the latter method it may largely fall on future 
generations or be distributed over both. As to which of these 
methods is the better, would seem to be a question that largely 
depends upon the life of the plant. Water plants, for instance, 
which are largely built for future generations, may be in a 
different position in this respect from plants that are of a more 
temporary character. The same questions are also involved 
in writing off costs or losses generally, and should always re- 
ceive due consideration. 
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In the case before us, however, the bonds were sold at a 
discount because they could not be sold on any other basis. 
The discounts of the first issue were, in turn, charged to the 
construction account, because there was practically no other 
place where they could have been disposed of: They could 
not have been charged to earnings, because these were too 
low to permit it. The owners of the plant were probably 
neither willing nor prepared to assume this loss; nor was it, 
perhaps, their duty at the time to meet this loss out of their 
own pockets. This item was therefore treated in about the 
only way in which it could have been treated at the time. It 
was included in the cost of the plant, but has probably not 
«fected the rates, except perhaps theoretically. Furthermore, 
under the method of measuring the value of the physical prop- 


erty of the plant by the cost of reproduction, items of this 


character are probably eliminated from this value, unless some 
allowance is made for them in other ways. 

In 1899 and 1904 there appear to have been additional bond 
issues and also additional discounts to dispose of. In the case 
of issues, however, the discounts were not charged to construc- 
tion, but to operating expenses, thereby reducing the net earn- 
ings to that extent. These discounts amounted to $450 for the 
former year and to $1,250 for the latter, or to a total of $1,700. 
Of these discounts it must be said that they were borne by the 
owners of the plant, and that, if they are not included in the 
cost, their chances of recouping themselves for this loss are 
not the best. 


In the rate case City of Janesville v. Janesville Water 
Co., 7 W. R. C. R. 628, 639, decided August 17, 1911, the 
Wisconsin Railroad Commission considers in arriving at 
fair value for rate purposes certain discount on bonds 
actually incurred in the original floating of the bonds. 
The Commission says: 


The relation of bond discounts to plant valuation cannot 
be determined without a knowledge of the circumstances ex- 
isting at the time of the bond issue. It has usually been con- 
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sidered that when a community is in need of a utility to supply 
a particular class of service and when money for the construc- 
tion of the plant can be secured on no better terms, the discount 
on bonds constitutes a proper charge to capital. In the present 
case there may be some question as to whether money for con- 
struction purposes could not have been obtained on better 
terms. A few years later stockholders of the Janesville Water 
Company accepted 5 per cent bonds at par. In cases where a 
discount on bonds is necessitated by a low interest rate, the 
fact that a discount is made amounts to a postponement of a 
portion of the interest payment until the date of maturity 
of the bonds. In the case under consideration, however, the 
interest rate of 6 per cent appears to have been at least as 
high as the normal rate for such bonds. The fact that these 
bonds were soon afterward reduced to a 5 per cent interest 
basis, because the plant was unable to meet a 6 per cent rate, 
seems to indicate that some discount was necessary to secure 
capital for construction purposes. On the other hand, that 
the utility was in poor financial condition may have been due 
to the fact that the communuty was not greatly in need of 
the water plant at the time it was built, or to the fact that 
not enough allowance was made for working capital during 
the period in which the business was being built up. Some 
allowance, probably, will have to be made in fixing the value 
of the plant, for the discount on bonds, but it is questionable 
whether all of the $19,600 accounted for should be considered 
as a plant investment. 


In this case the cost-of-reproduction-new amounted to 
$243,000 and the cost-of-reproduction-less-depreciation 
was $226,700. The fair value for rate purposes was fixed 
at $250,000 and it is stated that in fixing such fair value 
consideration has been given both to discount on bonds 
and to going value. 

_ The City of Marinette v. City Water Co., 8 W. R. C. 
R. 334, 342, decided December 14, 1911, is a water rate 
case. In this case the Commission further explains and 
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limits its position in regard to the inclusion of bond dis- 
count in a valuation for rate purposes. The Commission 
Says: 7 


The president of the water conpamy testified that he was 
unable to state the exact amount of the cost of marketing 
the first of these issues of bonds, but stated as his belief that 
that first $200,000 were sold at about 92% per cent of their 
par value. The $6,872.50 given as the cost of marketing the 
last $100,000 of these bonds was stated to be the exact cost. 

As indicated in previous decisions of the Commission, the 
discount or cost of marketing bonds is an element to be con- 
sidered in arriving at the value of the property of a utility. 
This does not mean that all discounts constitute proper addi- 
tions to physical value. If this were the case a company with 
poor credit, which had been obliged to allow a large discount 
on its bonds, would have a higher value and be entitled to a 
return on a greater valuation than a utility owning precisely 
similar property, but whose credit was good enough so that 
it was not obliged to issue its bonds at a considerable discount. 

Similarly, a company would probably find it necessary to 
offer a greater discount on 4 per cent bonds than on those 
earning 5 per cent, and more on 5 per cent than on 6 per cent 
bonds. In the present case the bonds bore 6 per cent inter- 
est, which seems to be as high a rate as was ordinarily paid on 
bonds of similar nature. Owing to the inability of the utility to 
furnish definite data concerning these bond issues, it is not 
possible to state what effect the condition of the company’s 
 eredit had upon the bond discounts. It may be that some al- 
lowance should be made for the cost of marketing these bonds 
in arriving at the value upon which rates should be based, al- 
though it is questionable whether the total amount of discounts 
on bonds constitutes a legitimate addition to the physical value 
of the plant. | 
_ The bonds of 1890 matured on March 1, 1910, and the au- 
thorized bonded indebtedness was then increased to $500,000, 
of which $381,000 was issued and outstanding at the end of 
the fiscal year. The cost to the utility of this new issue appears 
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to have been made up of a discount of $18,400 and a few smaller 
and relatively unimportant expenses. Bonds of the new issue ~ 
bear interest at 5 per cent. and appear to have been issued — 
to replace the bonds of 1890 which were retired. Except pos- 
sibly for such part of this outstanding issue as increased the 
bonded indebtedness above the former level, there seems to 
be no reason for adding to the value of the plant because of 
the cost of marketing this new issue of bonds. 


The exact amount allowed in this case for bond lat 
is not stated. 

Among the numerous valuations for rate purposes made 
by the Wisconsin Commission the above are apparently 
the only cases in which bond discount has been considered. 
The rule appears to be that bond discount actually in- | 
curred will be considered in determining original cost and 
actual investment but that it will not be considered in an 
estimate of cost of reproduction. 


§ 330. Columbus, Ohio, Electricity Rate Case, 1906. 

Columbus Railway and Light Company »v. City of 
Columbus is an application for an injunction against the 
enforcement of a city ordinance reducing electricity rates. 
The Special Master reported in favor of a permanent 
injunction and his report was approved by the court with- 
out opinion. In considering the actual cost of the plant, 
the Special Master says: ° 

The discount of $22,800 upon certain bonds sold by one of 
the constituent companies was a reasonable discount for the 
negotiating of bonds of that character at the time they were 
sold, and the amount of aise discount represents actual cost 
to the company. 


In the above the special master recognizes discount as a 
legitimate part of actual cost. But the fair value found 

6 Columbus Railway and Light Company v. City of Columbus, no. 1206, 
in equity, Circuit Court of the United States, Southern District of Ohio. 
Eastern Division, Report of Special Master T. P. Linn, June 8, 1906, p. 35. 
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by the master for the purposes of this case was based 
chiefly on cost of reproduction plus intangible elements 
and there was apparently no allowance for discount. 


§ 331. Lincoln, Neb., Gas Rate Case, 1909. 

The case of Lincoln Gas and Electric Light Company v. 
City of Lincoln, 182 Fed. 926, 929, decided April 6, 1909, 
is an action to enjoin the enforcement of an ordinance re- 
ducing the price of gas from $1.20 to $1.00 per thousand 
cubic feet. The application was denied. District Judge 
Munger said: 

It appears from the evidence in this case that complainant’s 
outstanding bonded indebtedness is $1,129,000, and that its 
stock is $2,500,000. The stock and bonds are each grossly 
in excess of the value of complainant’s plant and grossly in 
excess of the cost of construction. Complainant’s construction 
account shows that the entire cost of the plant to June 30, 1907, 
was $603,278.14. The evidence shows that complainant and 
its predecessor, to obtain money with which to construct the 
plant, sold its bonds and stock at an enormous discount, and 
I do not think that, in determining the reasonableness of rates, 
the amount thereof should be considered. 


On appeal to the Supreme Court of the United States 
the decree of the lower court was reversed and the case 
remanded (223 U.S. 349, February 19, 1912). But Jus- 
tice Lurton in delivering the opinion of the court does 
not refer to bond discount. 


§ 332. Minnesota Railroad Rate Cases, 1910. 

Judge Otis, Special Master in Chancery, in the Min- 
nesota rate cases, in his report of September 21, 1910, 
takes strong ground against the admission of bond dis- 
count in determining the original cost of construction. 
Judge Otis says (at page 89): 

There is also included items aggregating $24,709,164 for 
discounts made and commissions paid in disposing of its bonds. 
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This, of course, was a necessary and proper expense of the 
company, and if required to render an accounting it would be 
entitled to take credit therefor, Just as it would be allowed in 
an accounting demanded with respect to any other business 
in which any corporation or private person might be engaged. 
It cannot be said, however, that it is money which has actually 
gone into the road, but rather an expense which the company 
incurs for the purpose of procuring such money. If rate- 
making is to be based upon actual cost, it would seem that 
such cost must be measured by the money necessarily expended 
in producing the construction without regard to whether those 
undertaking the enterprise have the same or must borrow for 
the purpose—a matter in which the public has no concern. 
If allowed interest during construction on the money invested, 
more should not be asked; otherwise, the rate would be directly 
affected by the good credit or otherwise of those undertaking 
the work. 


In approving the report of Judge Otis, Circuit Judge 
Sanborn did not discuss this question.’ 


§ 333. Summary—Discount in Rate Cases. 

The state commissions, with the partial exceptions 
above noted in the case of the Wisconsin and Washington 
commissions, have not included brokerage or bond dis- 
count in valuations for rate purposes. Moreover, in the 
various rate cases that have come before the courts there 
is practically no authority for inclusion of bond discount. 
The decisions for the most part make no reference to the 
subject. In such of these as contain details as to the 
elements of the valuation it seems clear that no allowance — 
for this factor has been included. While certain rate 
cases indicate that at least some consideration is to be 
given to the par value of outstanding securities, it is made 
clear that par value may be considered only to the extent 
that it may throw light on true value. 


’ Shepard v. Northern Pacific Railway Co., 184 Fed. 764, April 8, 1911. 
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§ 340. General. 

The question of working capital and methods for its 
determination have received comparatively little con- 
sideration. Writers on the theory of accounts have re- 
ferred to it only in the most general terms. It is not a 
question that would necessarily arise in connection with 
a case of condemnation or purchase. In such cases the 
purchaser buys stores and supplies on hand and himself 
supplies whatever additional capital is necessary to run 
the business. In a rate case or a capitalization case the 
problem is different. A plant in operation must have a 
working capital as well as a fixed capital. This working 
capital includes stores and supplies on hand and sufficient 
funds in addition to bridge the gap between outlay and 
reimbursement. A concise statement in regard to the 
elements of working capital is contained in a paper by 
Cris. Corey, ©. 1h.: t 


1 Paper on Rates for gas service, by C. L. Corey, C. E., read before the 
Nineteenth meeting of the Pacific Coast Gas eee eiiaa and printed in 
American Gas Light Journal, October 23, 1911, p. 260. 
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Just what sum represents a fair amount for working capi- 
tal is nearly always a matter of judgment. From the amount 
of working capital usually carried by such companies, and 
from the amount that is required by other similar public util- 
ity corporations, it appears that, as an average for the year, 
a sum equalling the accounts receivable and cash on hand 
less the accounts payable and consumers’ advance payments, 
is a reasonable allowance. The cash on hand, however, should 
be considered as that which is ordinarily required for the oper- 
ation of the plant and the conduct of the business, including 
contingencies and emergencies, and should not include the 
capital or ready cash necessary for the construction of exten- 
sions or enlargement of the plant, or balances resulting from 
the sale of bonds or stock, or in any case exceed the amount 
normally needed and used by the company as an operating 


property. 


In many rate cases no mention is made of working capital 
and it does not seem to have been included at all except 
as covered by the allowance for stores and supplies. No 
rate case has been found, however, in which there is 
recorded a refusal to allow for working capital. The 
failure to give more attention to the matter is doubtless 
due to its comparatively small influence upon the total 
value. 


§ 341. Capitalization of working capital. 

Under the Massachusetts stock and bond law as it 
existed prior to 1909, the State Board of Railroad Com- 
missioners refused to allow the issue of stocks or bonds to 
cover working capital. The Legislature of 1909 passed 
an act authorizing such issue by street railway companies. 
This act (Laws of 1909, chapter 485) authorizes a street 
railway company, after securing the approval of the 
Board of Railroad Commissioners to issue shares to an 
amount not exceeding 5% of the par value of its total 
share capital or to issue bonds to an amount approved by 
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the Board of Railroad Commissioners ‘‘for the purpose of 
supplying itself with working capital.’’ Under the above 
act the Boston and Worcester Street Railway Company 
was authorized to issue shares to the par value of $102,000 
for working capital.2 The decision of the Board does not 
state the basis of the allowance for working capital. 
Based on the returns of the company for the year ending 
December 30, 1909, the allowance was approximately 
5% of the share capital and the share capital amounted 
to approximately one-half of the total capitalization 
(shares and bonds). 

The New York Public Service Commission, Second Dis- 
trict, In re Application of the Rochester, Corning, Elmira 
Traction Company, 1 P. 8. C. 2d D. (N. Y.) 166, 176, 
decided March 30, 1908, states that upon an application 
for capitalization of a newly organized railroad company 
the Commission will make an allowance for a proper 
amount of working capital. The Commission says: ‘The 
operation of the company can be conducted with far 
greater efficiency, more to the satisfaction of the public 
and with better results to the stockholders if it has at all 
times in its treasury a working capital sufficient and ad- 
equate to meet the requirements of the road.”’ 


§ 342. Working capital as estimated for tax purposes in Great 
Britain. | 

Under the tax laws of Great Britain, taxes are assessed 
on the rental value of real property. As gas and water 
undertakings are not usually held on a tenancy, the rental 
value has to be found by assuming a hypothetical tenant 
and inferring the rent from the available evidence. This 
involves among other things an estimate of the structural 


2 Petition of the Boston and Worcester Street Railway Company, de- 
cided February 18, 1910. 42d Annual Report of the Railroad Commis- 
sioners, p. 102. 


19 


” 
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value of the works and also an estimate of the tenant’s 
capital necessary for the conduct of the business. The 
amount of working capital required is based on operating 
expenses during the estimated period elapsing before 
current receipts will meet current expenditures, less the 
estimated amount of receipts during such period. In 
England, gas bills are rendered quarterly and it is esti- 
mated that it is some six weeks or two months after the 
end of the quarter before money received from day to day 
is sufficient to meet expenditures. Capital must there- 
fore be provided to meet the excess of expenditure over 
receipts for a period of four and one-half or five months. 
But although ordinary gas bills are rendered quarterly, 
there are considerable sums received during the quarter 
from. prepayment meters, sale of residuals and bills ren- 
dered at shorter intervals as is the case when a consumer 
moves from one house to another. An amount is added 
for the estimated amount of taxes that may be required 
to be paid during this period. No allowance is, however, 
made for a payment of interest or dividends. In addition 
there is a small allowance added to cover minimum cash 
balance in bank. The assumption upon which the ten- 
ant’s capital is based is that the whole of it will be re- 
quired at one time even though that time be short. Con- 
sequently, it is deemed necessary to provide a minimum 
cash balance as this is often a requirement made by the 
bank as a condition of keeping the account. To the above 
is also added the stock of coal, residuals, and stores on 
hand.? | 


§ 348. Wisconsin Railroad Commission, 1910-1911. 
The case of State Journal Printing Co. v. Madison Gas 


- 8 Rating of gas and water undertakings, by Arthur Valon, published in 
the Journal of Gas Lighting, London, February 21, 28, March 7, 14 and 
28,1911. See particularly p. 517, February 21st and p. 669, March 7th. 
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and Electric Co., 4 W. R. C. R. 501, 551, decided March 8, 


1910, involves the valuation of a gas and electric plant for 


rate purposes. In its opinion in this case the Wisconsin 
Railroad Commission discusses the allowance for working 
capital in part as follows: 


That stocks and supplies and cash in sufficient amounts 
to insure economical and safe operation of the plant are proper 
items to be included in the working capital, is clear. This, 
in a sense, might also be true of bills receivable, except in 
such cases where they are offset by bills payable. The mech- 
anism and nature of modern industry are such that the bills 
can not be collected on the delivery of the goods, and hence 
thirty and even sixty days’ time for payment of bills are 
usually regarded as cash sales. The effect of this is, that bills 
and accounts receivable, and bills and accounts payable, to 
a considerable extent tend to offset each other, and that the 
former, for this reason, may not be an essential part of the 
working capital. Gas in the holder and gas and current de- 
livered but not billed would, in this case, seem to be items 
that belong with earnings and operating expenses rather than 
in the capital account. For a company so situated as the one 
in question here, the essential items in working capital would 
seem to consist of stores and supplies and cash on hand... . 
The company obtains its revenues from the gas and the elec- 
tric current it manufactures and sells. It collects those rev- 
enues from its customers very promptly about the 10th of each 


month. Its outlays consist of the cost of producing, delivering 


and selling this gas and electric current, or of the cost of fuel, 


material for repairs and renewals, certain other supplies of vari- 


ous kinds, the wages of the labor it employs in the operation, 
repairs and renewals of its plant, the salaries of its clerks and 
officers, taxes, interest and profits on the investment. Coal 
is the principal material that is used in the production of gas 
and electric current, and is also in most cases the largest single , 
item of expense. Inquiries upon this point indicate that, 
when storage and handling are taken into consideration, coal 
can be contracted for in larger quantities and paid for about 


292 VALUATION [§ 343 


as delivered, or monthly, on terms that are about as favorable 
as any that can be had. In fact, such transactions are usually 
regarded in about the same light as ordinary cash deals. Other 
supplies can probably be bought on thirty days on practically 
a cash basis. Wages and salaries are ordinarily paid monthly 
and about the time the bills for the gas and current sold are 
collected, or can be so paid. Taxes, interest and profits are 
not likely to be paid oftener than in one or two annual install- 
ments. The receipts, taken as a whole, are about one-third 
greater than that part of the expenses which, when considered 
together, it would be of any advantage to the plants to pay 
as often as once a month. 

These facts are significant. They show that the company 
is in a position where it is practicable for it to meet at least 
the greater proportion of its current outlays from its current 
receipts, or to meet these outlays on a basis that is practically 
the equivalent of cash transactions. They make it clear that 
the conditions under which the business of this company is 
or can be done, are such that there is a very close relation be- 
tween the collection of its receipts and the payment of its ex- 
penses, so close, in fact, that there ought to be little or no trouble 
in a reasonably uniform adjustment of the one to the other. 
There are, of course, certain items of the expenses, such as 
renewals and repairs, particularly in case of accidents, that 
may be much heavier at some periods than at others and which 
can, therefore, be more economically met when there are ample 
funds on hand. It is also a fact that, with a liberal amount 
of quick assets available, new extensions to the plants may be 
more cheaply constructed than otherwise, and this for the 
reason that temporarily it may be more economical to use 
working capital for such purposes than to meet the cost by 
regular loans or by the sales of new securities. There may 
also be other circumstances under which it is profitable to 
the plant to be fortified by an ample working capital. But, 
upon considering the facts thus presented, one can not help 
but feel that the respondent claimed a greater amount for 
this purpose than that which is required for operating the 
plants and conducting their business as a whole, with a rea- 
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sonable degree of economy, effectiveness and safety. In fact, 
it appears to us that a working capital of even less than 15 
per cent. of the amount derived from the sales of gas and cur- 
rent or of from $45,000 to $50,000, is fully adequate under 
present conditions. 


In the above case the total working capital allowed was 
$49,674, of which amount $30,130 consisted of stores and 
supplies. This amount covered working capital for both 
the gas and the electric lighting business. The allowance 
for the gas business alone was $23,855, of which $14,924 
was for stores and supplies and the balance, $8,931, for 
additional working capital. The amount of gas sold 
amounted in 1908 to 116,354,000 cubic feet. This allow- 
ance amounted, therefore, to about 20 cents per thousand 
cubic feet of gas sold. The Commission fixed a rate for 
gas varying from 90 cents net to $1.15 net. The case of 
City of Beloit v. Beloit Water, Gas and Electric Company, 
7 W. R. C. R. 187, 242, 378, decided July 19, 1911, is also 
a rate case. The Commission allowed a total of about 
$40,000 for working capital, including stores and supplies 
on hand amounting to $25,259. The opinion does not 
state on what basis this allowance is made but includes a 
statement showing current assets and current liabilities 
and then states that: ‘‘The revenues from the gas and 
electric consumers are collected monthly, being payable 
on or before the tenth of the month following the month 
for which the bill is rendered. The water rates, under 
the flat rate system in use in Beloit, are payable quarterly 
and in advance, a penalty being added in case of pay- 
ments which are not promptly made.” 

In re Application of La Crosse Gas and Electric Com- 
pany for authority to increase its rates, 8 W. R. C. R. 138, 
187, decided November 17, 1911, the Commission allows 
$35,000 for working capital, which amount includes stores 
and supplies on hand valued at $13,947. In this case the 
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gross earnings of the combined gas and electric plants 
amounted to $323,000 so that the Commission’s allowance 
for working capital is a little over 10% of the gross earn- 
ings. In its opinion the Commission tabulates current 
assets and current liabilities for various periods and ob- 
tains the difference between the assets and the liabilities, 
but what consideration, if any, is given to this factor, is 
not stated. 


§ 344. New York Consolidated Gas Case. 

In the New York City Highty Cent Gas Case, the 
Special Master made an allowance of $3,616,000 for work- 
ing capital. This allowance was reduced by District 
Judge Hough to $1,616,000. The Special Meelis in his 
report says (at page 179): 4 


This is found in the shape of current supplies, cash and bills 
and accounts receivable. According to Mr. Carter, com- 
plainant’s material and supplies, consisting of coal, coke, oil, 
lime, etc., aggregated $616,470.08, as of October 31, 1905. 
In addition to this he testifies that $1,000,000 in cash was a 
fair conservative amount of working capital for the cur- 
rent purposes of a Company like complainant, besides its 
accounts receivable outstanding to the extent of $2,000,000. 
His total estimate, therefore, aggregates. $3,616,000. Dr. 
Humphreys testified that a fair allowance for working capital, 
including cash, accounts receivable and material, would be 
about 30 cents per thousand cubic feet of annual sales. On the 
basis of annual sales amounting to 13,283,000,000 feet. (the 
complainant’s sales for 1905), this would represent a work- 
ing capital of $3,984,900. ) 

Although the necessity a hake capital is conceded by 
the witnesses for the City, the subject is not discussed at 


4 See Consolidated Gas Company v. Mayer, Report of Arthur H. Masten, 
Master in Chancery, United States Circuit Court, Southern District of 
New York, May 18, 1907, as printed in United States Supreme Court 
Complete Record, Voltne 1, pp. 151-205, in case of Willcox v. MrIRS 
Gas Company. 
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length in counsel’s brief excepting that in summarizing the 
cost of property devoted to the gas business, there is included 
$1,303,000, being the same amount set aside for working 
capital at the time of the consolidation in 1884. No testi- 
mony on the subject was offered by the State authorities and 
counsel in their brief include no allowance for working capital 
in their statement of the maximum amount which they claim 
as the value of complainant’s property devoted to the public 
use on December 31, 1905. As the sales of gas for 1885 were 
approximately 4,000,000,000 feet as against approximately 
13,000,000,000 feet for 1905, it is manifest that a much larger 
working capital is now required than that conceded by the 
City, and nothing is found in the evidence to justify the con- 
clusion that the sum of $3,616,000, claimed by complainant, 
is excessive. 


District Judge Hough in reviewing the Master’s report 


 says:° 


Upon this subject I am unable to agree with the report, 
further than to express my belief that the complainant usually 
has on hand about $3,000,000 worth of bills receivable and 
cash, and some $616,000 worth of bills payable outstanding. 
But it does not follow that so large a proportion of its capital 
account should be entered as working capital. That phrase 
means the amount of cash necessary for the safe and conven- 
ient transaction of a business, having regard to the owner’s 
ordinary outstandings, both payable and receivable; the ordi- 
nary condition of his stock, or supplies in hand; the natural 
risk of his business, and the condition of his credit; and unless 
these matters, and perhaps others, be looked into, no com- 
parison can be drawn between one business and another, or 
even between those of the same general nature. The security 
of complainant’s business is fairly shown by the fact that for 
the time of inquiry, in a gross business of over $13,000,000, 
bad and doubtful debts amounted to less than $83,000, and 
final profit and loss adjustment less than $30,000. 


_ § Consolidated Gas Company »v. City of New York, 157 Fed. 849, 859, 
December 20, 1907. 
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Complainant’s credit is of the highest, and its own comp- 
troller should, I think, be the best judge of its own necessities; 
and his measure of working capital in the sense of cash is 
$1,000,000. Six hundred and sixteen thousand dollars is 
taken as a fair average of outstanding bills payable, and the 
ageregate of these two sums is as much as the comptroller 
claimed, until, on suggestion, he added $2,000,000 thereto, to 
represent the average amount of outstanding bills receivable. 
To assert that a concern with such credit as complainant, 
with small percentage of loss, and a plant completed and paid 
for, needs as working capital not only the amount of its average 
outstandings payable and $1,000,000 in cash, but enough more 
to make its average bills receivable equal to cash, is going too 
far. A fair working capital for complainant is $1,616,000, and 
that figure is adopted. ¢ 


The allowance made by the District Court consists of 
approximately $616,000 for supplies on hand and an ad- 
ditional allowance of $1,000,000, making a total working 
capital of $1,616,000. Judge Hough refers to the $616,000 
as an allowance for ‘“‘bills payable outstanding”’ but this 
as indicated by the report of the master is not the amount 
of bills payable at all but the value of material and sup- 
plies on hand. The annual sales of gas in 1905 amounted 
to 13,283,000,000 feet. The total allowance for working 
capital was therefore equal to 12.17 cents per one thousand 
feet of gas sold. The case then went to the United States 
Supreme Court on appeal. Justice Peckham, however, 
in stating the conclusions of the court, makes no mention 
of working capital.® 


§ 345. New York Public Service Commission, First District, 
1911. 

A particularly discriminating discussion of working 

capital is contained in Commissioner Maltbie’s opinion 


6 Willcox v. Consolidated Gas Company, 212 U. S. 19, 29 Sup. Ct. 192, 
53 L. ed. 382, January 4, 1909. 
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in the case of Mayhew v. Kings County Lighting Com- 
pany, 2 P. 8. C. Ist D. (N. Y.) — » decided October 20, 
1911. He says: 


A gas company must purchase materials and supplies, must 
pay its employees and must distribute its commodity to con- 
sumers in advance of payment for such service. This requires 
a fund ordinarily called working capital. It is reimbursed 
from operating receipts from time to time, but originally is 
provided from capital. The amount needed depends upon 
the advances that must be made and the period for which they 
must be carried... . 

The relation of current assets to current liabilities is not 
a fair index of the amount of working capital needed, for some 
companies prefer to finance their daily operations through 
temporary loans; others issue securities to provide the neces- 
sary funds. Working capital does not vary with each change 
in financial methods, but depends for its justification, so far 
as rate cases are concerned, upon entirely different grounds. 
Furthermore, current assets and liabilities vary greatly from 
month to month. If meters are read just before the end of 
the month, as is the practice of this company, the monthly 
statement will show a large entry under consumers’ accounts 
receivable. If a date is chosen just before dividends are de- 
clared, the cash balance will be large; yet it has no relation 
to working capital, for it has largely been accumulated out 
of earnings and not from capital. Cash obtained from the 
sale of securities for construction purposes has no relation 
to working capital, but it is a current asset. Likewise a surplus 
represented by current assets would not be germane, for it is 
derived from operating income and not from capital. 

It has been argued that provision should be made in work- 
ing capital for new construction, extensions and additions, but 
this argument does not seem to be well founded. It will be 
recalled that allowance has been made for interest upon cost 
during construction, and that it has been computed not merely 
upon the original initial plant, but upon every extension and 
addition made to date, and likewise would be computed upon 
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all future extensions and additions. In view of this fact, and 


that the cost of these betterments is also included, it would 


clearly be a duplication of property to make an allowance for 


the same items in working capital. However, it does seem 
proper to provide for materials and supplies to meet repairs 
and renewals promptly. 

Taking into account all considerations that are proper, it 
is the opinion of the Commission that an allowance of $80,000 
for working capital for the year 1910 would be ample. 


This allowance of $80,000 includes $39,643 for mate- 
rials and supplies on hand. In 1910 the company sold 
580,678,000 cubic feet of gas. Therefore the allowance 
for working capital amounted to 13.77 cents per thousand 
cubic feet. of gas sold. 


§ 346. Chicago gas plant appraisal, 1911. 

_In appraising the property of the People’s Gas Light and 
Coke Company of Chicago for rate purposes, William J. 
Hagenah, in his report of April 17, 1911, to the City 
Council Committee, allows $3,200,000 for working capital. 
In this case the total value of the physical property was 
$49 023,947 and the gross operating revenues, $14,302,447. 
Mr. Hagenah says (at page 42): 


The best information as to what constitutes a reasonable 
allowance for working capital is supplied by the balance sheets 
ane the current assets and the current liabilities. . . 

There is no fixed rule by which the amount of working 
capital can be computed. The range of maximum and minimum 
allowance can be ascertained with reasonable accuracy, but 
there are numerous demands on the company which are not re- 
flected in the balance sheet, but must be arrived at through 


the application of a reasonable judgment. Among such items 


mention may be made of cash requirements to guard against 
contingencies, the allowance for temporary financing of plant 
- extensions, the cost of gas which has been consumed by the 
customer since the last reading of his meter and also the cost 
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of gas in the holders and distribution system. A review of all 
the balance sheet items and other factors materially affecting 
working capital must lead to the conclusions that an allowance 
for 1909 of $3,200,000 is approximately correct. This amount. 
is therefore used in the computation of the investment value 
unon which the stockholders are entitled to a reasonable return. 


After the above report was submitted, the complexion of 
the council committee changed and the new committee 
asked Edward W. Bemis to present a report reviewing 
the findings contained in the Hagenah report. In regard 
to working capital, Mr. Bemis says: ’ 


Mr. Hagenah, in a discussion of working capital, pages 40-43, 
allows $3,200,000 for 1909. The United States Supreme Court, 
in the Consolidated Gas Case of New York, indorses the de- 
cision of Judge Hough in the United States Circuit Court, 
which allows for that Company $1,616,000, or 12.17 cents per 
1,000 feet of sales in 1905, of 13,283,000,000 feet. Applying 
this figure to the estimated sales of 17,148,322,000 feet, of 
the Peoples Gas Light & Coke Company in 1910, would yield 
a working capital of $2,086,951, or say $2,100,000. 

In reaching his conclusions, Judge Hough held that it was 
not necessary to capitalize the accounts receivable, while the 
accounts payable, which he did capitalize, were sufficient for 
supplies and stores on hand. Yet a considerable portion of 
these accounts payable probably bore no interest. 

The Peoples Gas Light & Coke Company increased its cash 
on hand from $1,322,664 at the close of 1906 to $4,819,934 at 
the close of 1910, but nearly all of this increase appears to have 
been accumulated for the new office building and other con- 
struction purposes. There appears to be no good reason for 
allowing for actual working capital for operating purposes in 
Chicago more than the $2,100,000 obtained by following the 
precedent of the New York Consolidation Gas decision. 


7 Report upon the price of gas in Chicago for the Chicago Council Com- 
mittee on gas, oil and electric light by Edward W. ea July 1, 1911, 
De Lt. 
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§ 347. Iowa Gas and Water Rate Cases. 

The case of Cedar Rapids Gas Light Company v. Cedar 
Rapids, 120 N. W. 966, 969, decided May 4, 1909, Su- 
preme Court of Iowa, involves the valuation of a gas plant 
for rate purposes. In regard to working capital the court 
says: 


The witnesses for the company estimated that $25,000 would 
be required as working capital, aside from the supplies ordi- 
narily carried, which included 1,000 tons of coal and 10,000 
gallons of oil, but were unable to sustain their opinion save by 
dealing in probabilities for its use, in the main speculative. 
It appears that collections for gas sold are made monthly, and, 
as these amount to about $8,000 per month, it is evident that, 
after the first month, enough would be on hand to meet current 
expenses. As supplies on hand were sufficient for immediate 
use, and for some months in the future, about all essential 
would be enough to take care of the pay roll for the first month, 
and $2,500 would be ample for that purpose and other possible 
contingencies. Even this much appears to be more than the 
company in its experience has found it necessary to reserve. 


The opinion does not include the estimated value of 
materials and supplies on hand, which information is 
necessary in order to determine the total allowance of the 
court for working capital. In 1907, the company sold 
103,079,190 cubic feet of gas. The decision in this case 
was affirmed by the Supreme Court of the United States 
in Cedar Rapids Gaslight Company v. Cedar Rapids, 
223 U.S. 655, decided March 11, 1912. Justice Holmes 
states that the attitude of the state court was ‘‘fair.” 
There is no direct reference, however, to the subject of 
working capital. 

The case of Des Moines Water Company v. City of Des- 
Moines, involves the valuation of a water plant for rate 
purposes.’ In this case no mention or allowance is made 


8 Des Moines Water Company v. City of Des Moines, no. 2468, in equity, 
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for working capital either in the report of the master or in 
the opinion of Judge Smith McPherson confirming the 
master’s report. The physical valuation, however, in- 
cludes an item of between $28,000 and $33,000 for stock, 
tools and supplies. 


§ 348. Lincoln, Neb., Gas Rate Case, 1909. 

The case of Lincoln Gas and Electric Light Company 
v. City of Lincoln, 182 Fed. 926, 928, decided April 6, 
1909, is an action to enjoin the enforcement of an or- 
dinance reducing the price of gas from $1.20 to $1.00 per 
thousand cubic feet. The application was denied. In 
regard to working capital District Judge W. H. Munger 
says (at page 928): 


But it is apparent that, for the successful and economical 
operation of the plant, a certain amount of working capital 
is required. This amount I find to be $50,000, making the total 
value of complainant’s investment, upon which it is entitled 
to a reasonable return, $566,073.59. 

While it is true the testimony shows that the complainant 
has not such working capital but has purchased upon credit 
the supplies necessary to operate, yet I think that, in determin- 
ing what is a reasonable compensation, a working capital should 
be considered. 


This decision was reversed and the case remanded by the 
Supreme Court of the United States in Lincoln Gas and 
Electric Light Company v. City of Lincoln, 223 U.S. 349, 
décided March 11, 1912. Justice Lurton in delivering the 
opinion of the court does not, however, refer to the ques- 
tion of allowance for working capital. 


§ 349. Louisville Telephone Rate Case, 1911. 
The case of Cumberland Telephone and Telegraph 


Report of George F. Henry, master in chancery to the Circuit Court of the 
United States, Southern District of Iowa, Central Division, filed September 
16, 1910. 
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Company v. City of Louisville, 187 Fed. 637, 646, 648; 
decided April 25, 1911, is a suit to enjoin the enforcement 
of a rate ordinance. In a decision granting the desired 
injunction District Judge Evans says: 


(4) It seems to us that a proper amount of working capital 
should have been included in any estimate of the present value of 
the plant. In normal cases (and we may assume this to be such) 
it would play a very important part in enterprises like a tele- 
phone company. No association of prudent business men 
probably would attempt to conduct a large business, such as 
that involved in this case, without keeping a considerable 
working capital on hand devoted to that business and which 
would really be embarked in it. It would seem to be quite 
essential to the successful operation of any great plant that 
some working capital should be kept on hand and available 
for immediate uses, and such capital would seem to be a very 
proper and important part of the property which, it may fairly 
be said, is ‘being used for the public.” It may be difficult, how- 
ever, to say in this case, as in all others, precisely what the 
amount of such working capital should be. 

Very similar considerations apply to what are called “supplies 
on hand.” We think prudent management demands that a 
reasonable quantity of articles certain to be called for in the 
operation of the plant should be kept on hand, and, if on hand, 
should be included in any estimate of the present value of the 
property which is “being used for the public.” ... In their 
exclusion from the estimate we think the Special Master pro- 
ceeded upon an erroneous theory, and we have concluded that 
their valuation should have been fixed as follows: The work- 
ing capital at $33,000 and the supplies on hand at $18,000—a 
total of $51,000. We incline to think that the term ‘“work- 
ing capital” might embrace both items, as supplies on hand may 
fairly be regarded as part of the working capital in another 
form. — 3 


§ 350. New York Special Franchise Tax Case, 1911. 
People ex rel. Manhattan Railway Company v. Wood- 
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bury, 203 N. Y. 231, 96 N. E. 420, decided October 17, 
1911, is a special franchise tax case. The value of the 
special franchise was determined by the net earnings rule 
which provides for the capitalization of the surplus net 
earnings after allowing a 6% return on the value of the 
tangible property. The court included with the tangible 
property an allowance for working capital. Judge Gray 
in delivering the opinion of the court says (at page 234): 


I think, also, that there should have been included in the 


‘tangible property the sum of $537,139, consisting in cash and 


other cash items on hand. This item may, properly, be con- 
sidered as a part of the relator’s working capital, which it was 
entitled, in the prudent management of its business, to keep 
on hand. Whether or not it was, in fact, essential to the opera- 
tion of the railroad is not material; but it was, nevertheless, 
an item of its property, which it may fairly claim to have con- 
sidered with the rest of its tangible property, upon which the 
return should be estimated. 


CHAPTER XV 


Piecemeal Construction 


§ 360. Treatment of piecemeal construction by Wisconsin Railroad Com- 
mission. . 
361. Oklahoma Supreme Court denies allowance for piecemeal construc- 
tion. 
362. Discussion of piecemeal construction. 


§ 360. Treatment of piecemeal construction by Wisconsin 
Railroad Commission. 

The effect of piecemeal construction upon the cost of a 
plant is discussed by the Wisconsin Railroad Commission 
in Hill v. Antigo Water Company, 3 W. R. C. R. 623, 
634, decided August 3, 1909: 


This piecemeal construction, like all retail business gener- 
ally, is supposed to be relatively more costly than if the en- 
tire plant had been built in one continuous operation. In fact, 
many engineers in testifying for the utilities have placed the 
additional cost through piecemeal construction at as high a 
figure as 10 to 25 per cent. of the total cost of the plant. 


But the Commission states that there are some savings in 
piecemeal construction: 


New extensions, for instance, are often entirely planned and 
supervised by the operating force of the plant which is already 
organized and which is merely performing these duties in addi- 
tion to their other duties and without, perhaps, adding much 
of anything to the total expense. In this way the cost of en- 
gineering, supervision and management may become even rela- 
tively less for extensions than for the original part of the 
plant. ... For these and other reasons it is by no means 
certain that the extensions are always any more costly, rela- 
tively, than the original part of the plant, or that plants which 
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have been enlarged or extended from time to time are always 
relatively more costly than if they had been built as one con- 
tinuous operation. . . . That the increase in the cost, however, 
because of piecemeal construction is often as great as to amount 
to 15 per cent. of the total cost of the plant, appears to us rather 
doubtful. 


In State Journal Printing Co. v. Madison Gas and 
Electric Company, 4 W. R. C. R. 501, 546-49, decided 
March 8, 1910, the Commission discusses at length the 
question of piecemeal construction: 


Among the elements of additional cost of piecemeal over con- 
tinuous construction were mentioned the advantage that could 
be gained in buying materials in large quantities for continuous 
construction over small purchases as in piecemeal construction, 
the economy of laborers’ time in continuous construction over 
piecemeal construction, in which latter case much time would 
be lost in traveling from one small construction job to another, 
the large expense of maintaining continuous operation of the 
plant during piecemeal construction as contrasted with con- 
tinous construction, also an element of value arising from 
the fact that one might be willing to pay more for a plant that 
was completed and ready for operation and not have to take 
the risk of additional expense arising out of contingencies, 
this value being the premium for insurance on the business 
capacity and ability of the engineers and others connected with 
the project. The extent of this additional cost of piecemeal 
construction was estimated by one witness as being in some 
cases 100 per cent. over what continuous construction would 
cost, but, as stated, it was the opinion of three of the respond- 
ent’s witnesses that an allowance of 15 per cent. would be suffi- 
cient on this account. .. . 

The engineer of the Commission stated at the hearing, and 
in his revised statement of valuation, that the inventory valua- 
tion was sufficiently high to cover this alleged extra cost by 
reason of piecemeal construction. In making the valuation 
each item had been taken separately, as though purchased in 

20 
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open market, and no consideration was had of the fact that 
the company or contractor would secure special figures in pur- 
chasing larger quantities of the material, equipment and labor. 
Actual conditions of construction had been liberally represented. 


The above case involved the valuation of a gas and elec- 
tric plant for rate purposes. 

In another rate case, City of Ripon v. Ripon Light and 
Water Company, 5 W. R. C. R. 1, 15, decided March 28, 
1910, the Commission says: 


In making the valuation of respondent’s property the Com- 
mission’s staff has taken cognizance of the subject of piece- 
meal construction. The allowance of additional value for piece- 
meal construction, as requested by respondent, as a rule goes 
only to the outside plant, since the station with its equipment 
is constructed as a unit. The valuation of the distribution 
system and other outside property has been made with regard 
to separate construction rather than a continuous building pro- 
gram. With the application of average prices, irregularities are 
eliminated and the valuation determined without regard, in 
so far as possible, to those forces which, after all, are as apt to 
operate in favor of one party as another. 


The question of piecemeal conderaguion is further dis- 
cussed in City of Beloit v. Beloit Water, Gas and Electric 
Co., 7 W. R. C. R. 187, 240, decided July 19, 1911. 


§ 361. Oklahoma Supreme Court denies allowance for piece- 
meal construction. 

An allowance for piecemeal construction was denied in 
Pioneer Telephone and Telegraph Co. v. Westenhaver.! 
In this proceeding the Oklahoma Supreme Court reversed 
an order of the Oklahoma Corporation Commission re- 
ducing the rates of the complainant in City of Enid, Okl. 


1 Pioneer Telephone and Telegraph Company ». siciibiini Musee 28 Okl. 
—, 118 Pac. 354, January 10, 1911. 
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The company asked for an allowance of $6,000 on a 
total cost to reproduce of $94,000, to cover piecemeal con- 


struction. ‘The Supreme Court, however, refused to 
allow this item, holding that it formed no part of cost-of- 
reproduction-new (at page 357): 


The evidence upon which appellant insists item No. 2, re- 
fused by the Commission, should have been allowed is sub- 
stantially as follows, quoting from one of its witnesses: “‘The 
necessity of concentrating the large number of wires required 
of the larger city of Enid makes it advisable to adopt a different 
distribution or arrangement of pole lines. This involved the 
moving of some of the old poles in the lines, in order to shorten 
up spans to get sufficient strength for carrying the larger cables. 
The moving of the poles is an expensive undertaking, as same 
must be moved without crossing up or interfering with the 
wires then being used in the old plant. In a great many in- 
stances new leads crossed old leads in such a way that extra 
work had to be done to prevent the new work from interfering 
with the operation of the old plant. The subscribers’ instru- 
ments had to be rewired and adapted to work temporarily on 
the new plant until final changes should be made. In fact, 
there was no part of the new work that did not have to be 


worked out with some special regard to the protection of the 


old plant in order that service might be continued.”’ We think, 
however, the Commission committed no error in refusing to 
allow this item. The fact that appellant’s plant has been 
constructed piecemeal does not increase its present value, al- 
though the cost of construction by such method may have 
been greater than if it had been constructed at one time. The 
plant, in our opinion, in arriving at its cost of reproduction 
new, should not be considered as an existing obstruction upon 
the streets which would have to be worked around in con- 
structing a new plant of a similar kind. The fact that other 
obstructions, such as telegraph systems or other telephone 
plants, exist in the streets at the present time, and would have 
to be worked around at this time in building a plant like ap- 
pellant’s, might require an allowance in arriving at the cost 
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of reproduction new of appellant’s plant; but a determination 
of that question is not required here, for it is not for such ob- 
struction that this item is claimed. 


§ 362. Discussion of piecemeal construction. 

From the above it will be seen that there may be a close 
relation between piecemeal construction and inadequacy. 
Of course in one sense it is perfectly true that there will be 
no additions or extensions unless the old plant is in some 
measure inadequate to meet the legitimate demands upon 
it. But properly speaking, a given structure or appliance 
becomes inadequate when through growth of the business 
it must be replaced by a larger or stronger structure or 
appliance. Inadequacy of this kind is undoubtedly a 
proper charge to operation. Under approved systems of 
accounting it would not be charged to capital. The re- 
construction of pole lines (mentioned above) in order to 
secure sufficient strength for the carrying of larger cables 
is clearly a case of inadequacy rather than an illustration 
of increased construction cost due to piecemeal construc- 
tion. Increased cost due to the necessity of working 
around the old structures and of keeping up the service 
during the progress of the work, seems to lie on the 
borderland between piecemeal construction and inade- 
quacy. But decreased per unit cost of large jobs over 
small jobs due to the undoubted advantages of large scale 
production and construction is clearly the more usual 
basis of the demand for an allowance for piecemeal con- 
struction. Public utility plants are continuously in need 
of additions and extensions. The result is that the exist- 
ing plant has been constructed piecemeal. 

Piecemeal construction is therefore an undoubted factor 
in estimating the actual cost of an existing plant. Whether 
it will also be considered in estimating cost of reproduction 
will depend on the interpretation of that term. If by 
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cost of reproduction is meant the cost under present con- 
ditions of reproducing the plant complete there will be no 
place for an allowance for piecemeal construction as the 
plant will be reproduced as a whole and not by the piece- 
meal process. However, a more generally equitable inter- 
pretation of cost of reproduction assumes a construction 
at present prices of labor and materials but under sub- 
stantially the same conditions as existed at the time of 
original construction. Under this interpretation of cost 
of reproduction the extra expense of piecemeal construc- 
tion should receive proper consideration. While it is 
doubtless usually considered, it is not usually made a 
separate element in the valuation but is allowed for in 
the determination of the unit prices as indicated in the 
opinions of the Wisconsin Railroad Commission above 
cited (§ 360). That is, the unit prices used are not the 
lowest wholesale prices but such prices as would probably 
prevail for a plant constructed piecemeal. 
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= 


§ 370. Definition—Minnesota railroad appraisal, 1908. 

In December, 1908, the Minnesota Railroad and Ware- 
house Commission completed a valuation of the railroads 
of the State.t The appraisal was intended for use in rate 
matters and was made under the direction of Dwight C. 
Morgan, engineer. Like the other general state railroad 
appraisals it is an estimate of cost of reproduction and of 
existing depreciation. Mr. Morgan allowed an item of 
$11,743,007 to cover the cost of adaptation and solidifica- 
tion of roadbed. This is about 20% of the estimated 
reproduction cost of the grading. He defines these terms 
as follows: ‘“‘ Adaptation in its application to the problem 
of reproduction cost is the adjustment of the physical 

1See Annual Report Minnesota Railroad and Warehouse Commission, 
1908, p. 40. 
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line to its environments and purposes. Solidification of 
roadbed is its settlement to a stable condition. The terms 
are closely related to each other, yet neither in itself gives 
adequate expression to, or clearly defines, the meaning 
and scope of the application.” Mr. Morgan states that 
a railroad is seldom if ever completed at the time that 
actual operation is undertaken. ‘‘The newly made ex- 
cavations wash and slip, the ditches fill from the action 
of the elements, the embankments settle and the track 
superstructure is in almost constant need of attention; 
resurfacing, lining and dressing of ballasted and unbal- 
lasted track is necessary, waterways become clogged up, 
bridges settle or go out of line, station grounds are to be 
improved and finished, scattered and unused material 
must be picked up and stored, in fact, all the loose ends 
which are the immediate sequence of construction must 
be gathered in and the property brought to an orderly 
condition.””’ The Minnesota Railroad and Warehouse 
Commission to which Mr. Morgan’s report was submitted, 
refused to allow the inclusion of the item to cover adapta- 
tion and solidification of roadbed, on the theory that this 
item of cost was paid for from operating expenses and 
was not a proper item in the reproduction cost of con- 
structed lines. 


§ 371. Washington railroad appraisal, 1908, and subsequent 
rate valuations. 

In the Washington Railroad appraisal, 1908, the Com- 
mission made an allowance for ‘‘seasoning”’ of roadbed 
similar to that covered in the Minnesota appraisal under 
the term ‘“‘adaptation and solidification of roadbed.” In 
valuing the Great Northern Railway Company, the Com- 
mission stated that an allowance of 10% on the cost of 
grading and surfacing should be made for seasoning. The 
following is from the findings of the Commission: ‘That 
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after a railroad is originally constructed and after the 
same is turned over to the operating department, im- 
provements are constantly made in the grading and sur- 
facing of the road by section men and by the operating 
department of the road, the expenditures of which are 
necessarily charged to the cost of operation and that for 
approximately five years after such road is turned over 
to the operating department, the grade undergoes what is 
known as seasoning, and after said term of five years said 
grade has appreciated in value and is approximately of a 
value 10 per cent. greater than its value would be at the 
time the same was turned over to the operating depart- 
ment. This seasoned value has, however, been con- 
sidered and allowed in the unit quantities hereinbefore 
given and in the cost of reproduction hereinbefore set 
out.” * In valuing an interurban electric railway the 
Washington Commission in a later decision also allowed 
10% for seasoning of roadbed. (See Paulhamus v. Puget 
Sound Electric Railway, February 26, 1910, Finding 
No. 6.) The same rule has since been applied in a num- 
ber of valuations made by H. L. Gray, the chief engineer 
of the Commission. 


§ 372. Texas, Michigan and Wisconsin railroad appraisals. 

No specific allowance was made for ‘‘adaptation,” 
“solidification” or ‘‘seasoning”’ in the state railroad ap- 
praisals of Texas, Michigan or Wisconsin. The Texas 
appraisals have been primarily for capitalization purposes, 
while those of Michigan and Wisconsin have been for tax 
purposes. Mr. Thompson, then engineer to the Texas 
Railroad Commission, in a paper before the American 
Society of Civil Engineers,’ says: 


?See Second and Third annual reports of the Washington Railroad 
Commission, 1907-1908, pp. 127, 288. 
3 Method used by the Railroad Commission of Texas under the stock 
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The writer, certainly, is. not one to contend that “season- 
ing” of the-roadbed of a railroad does not in a sense add to its 
physical value. It is valuable in many ways, viz., the main- 
tenance charges per mile are less, the danger of accidents is 
decreased, the wear and tear on rolling stock is less, ete. But 
the question to be decided by the Commission, when estab- 
lishing its methods of valuation, was whether or not such value 
was mortgageable, and, if so, how could its value be ascertained. 
The expense of “seasoning” is properly charged, through 
roadbed account, to maintenance, and does not appear in 
the “permanent improvement” or “capital” accounts. It 
involves no additional outlay of capital by the owners of the 
road, in the sense that other permanent improvements do, and 
hence is not value that should be mortgaged; that is, interest 
charges should not be permitted to be collected thereon. In 
accordance with the decisions of the Federal Courts, the Com- 
mission must permit sufficient rates on freight to enable the 
railroads to earn, in addition to operating and maintenance 
expenses, a fair rate of interest on the value of the property. 
Had it recognized that “seasoning of roadbed ”’ was an item 
which must be valued in determining the amount of stock 
and bonds which a railroad could issue, it would have been 
in the position of imposing a double charge on the publie on 
account of such value, viz., the original cost of such ‘‘season- 
ing ”’ and an annual interest on such cost. 


Henry Earle Riggs, an engineer connected with the 
Michigan railroad appraisal, states in his paper on Valua- 
tion before the American Society of Civil Engineers, that 
in the Michigan appraisal, while no special allowance was 
made, nevertheless the cost of adaptation and solidification 
was considered. He intimates at page 1419, that a portion 
of such cost was taken care of in the contingency allow- 
ance of 10%. He also says (at page 1515): 4 


and bond law in valuing railroad properties, by R. A. Thompson, in Trans- 
actions American Society of Civil Engineers, vol. 52, pp. 328, 362 (1904). 
4 Proceedings American Society of Civil Engineers, November, 1910. 
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There can be no reasonable objection to adding to the con- 
tract prices for grading, ballasting, etc., a reasonable amount 
to cover, not so much the seasoning and settling of the new 
roadbed, as the actual money disbursed in work on this new 
roadbed during the first three or four years of operation in order 
to bring it up to the proper operating condition. A very con- 
siderable part of the money spent on “maintenance of track’’ 
for the first few years after a new line is built is in reality de- 
ferred construction cost. , | 


§ 373. South Dakota railroad appraisal, 1910. 

Carl C. Witt, Engineer to the Board of Railroad Com- 
missioners of the State of South Dakota, in his Report of 
the appraisal of the railroad properties in the state, dated 
October 1, 1910, discusses this question as follows (Annual 
Report South Dakota Railroad Commission, 1910, page 
rool 


Nothing is allowed for the item known as “adaptation and 
solidification of roadbed ”’ except as reflected in the condition 
of the roadbed and ballast at the time of making the inspec- 
tion. This item has been given considerable prominence re- 
cently in values placed by railway companies and others en- 
gaged in making railway appraisals and is added because of 
the work done in repairing the damage to track in line and 
surface due to settlement of embankments, the cost of clear- 
ing out ditches and cuts, etc., etc. While there is no ques- 
tion that such expense is necessary, it is an item properly 
chargeable to maintenance and is so charged by the operating 
railway companies and paid for out of the revenues the same 
as renewing worn out ties, and should not constitute an item 
of physical valuation. The fact that this work is necessary 
proves that there has been depreciation in the physical condi- 
tion of the track, due to the action of the elements and the — 
pounding of the trains, and this depreciation has to be met 
until the embankment becomes solid. The very most that 
could be allowed would be that the roadbed is maintained at 
one hundred per cent. 
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The above discussion is supplemented by Mr. Witt in his 
discussion of a paper by Henry E. Riggs on valuation of 
public service corporation property, in Proceedings of 
American Society of Civil Engineers, January, 1911, 
page 122: 


Generally, when a roadbed is turned over to the operat- 
ing department by the construction department, it is in good 
line and surface, and if an appraisal were made at that time its 
condition would be 100%; but as soon as it is placed under 
traffic, it begins to depreciate, as shown by the fact that it 
requires constant attention to keep it up. If the roadbed is 
cross-sectioned at each station and actual quantities calcu- 
lated from cross-section notes, there would be no deprecia- 
tion, but if the grading quantities are calculated from pro- 
_ files of the line, as constructed some time previously, and for 

a standard width of sub-grade, with a percentage added for 
shrinkage, and allowance made where banks have been widened, 
etc., it will probably be found to exceed the actual measured 
quantities, because the action of the elements in washing the 
slopes, the wearing of the shoulders of the embankment due 
to foot traffic, etc., will show some depreciation in quantities. 
It is common practice to carry the item for grading over to 
the present-value column at 100%, or, with no depreciation. 
This practice, together with the present condition of the 
ballast due to maintenance, and that part of contingencies 
which covers washing of slopes, filling of ditches, sink holes, 
etc., certainly takes care of all adaptation and solidification 
which should enter into a valuation of physical property. 


§ 374. Appraisal of N. Y., N. H. & H. R. R., 1911. 

_ Under the authority of a special Massachusetts Com- 
mission, an appraisal was made in 1911 of the property of 
the New York, New Haven and Hartford Railroad Com- 
pany with a view to determining whether the company 
was over capitalized. George F. Swain, the engineer in 
charge of the valuation says (at page 82): ° 


5 Report to the Joint Board on the validation of assets and liabilities of 
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It is quite customary in the valuation of a railroad prop- 
erty to include an item for so-called adaptation and solidi- 
fication. This is intended to take account of the fact that 
after the road is opened, the embankments will settle, the 
slopes will slide in, the ditches become obstructed, and various 
other changes take place, requiring an annual expenditure 
for maintenance for a number of years, which should properly 
be charged to capital. How much this charge should be is 
exceedingly uncertain. In the Minnesota valuation, out of 
a total estimated cost of reproduction new, for road and struc- 
tures, of about $282,000,000, this item was allowed for in 
the engineer’s report at a figure of $11,743,000, or about 4 
per cent. The total cost of grading was estimated at about 
$56,000,000, so that about 20 per cent. of this was allowed 
for solidification. This item is certainly a real one, and should 
be included. The only question is as to its amount. I have 
taken it at the very low figure of $500 per mile, which means 
that, taking interest at 6 per cent., and supposing that the 
annual charge continues for five years, at the expiration of 
which time the roadbed has become fully seasoned and no 
further charge need be made, there would be an annual ex- 
penditure of about $110 per mile for these five years. This, 
it will be seen, is a very low charge. The annual cost per mile 
during the first years of operation necessary to take care of 
the settlement, slips, etc., in excess of the usual cost of main- 
tenance on a seasoned roadbed would certainly be more than 
this. The total figure for this item is $805,000. Comparing 
with the Minnesota estimate, 4 per cent. of the total for road 
and structures would be about $8,000,000, while 20 per cent. 
of the cost of grading would be about $6,000,000. The figure 
given is certainly low. 


The allowance in this case amounts to 2.6% of the cost 
of grading, while in Washington the rule is to allow 10% 


the New York, New Haven and Hartford Railroad under Chapter 652, 
Acts of 1910, by George F. Swain, Engineer in Charge. Published in Re- 
port of the Massachusetts Joint Commission on the New York, New Haven 
& Hartford Railroad Company, February 15, 1911, pp. 51-154. 
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and in the Minnesota appraisal of 1908 about 20% was 
allowed. In the latter case, however, the allowance covers 
adaptation of the physical line as well as solidification of 
the grading. 


§ 375. Texas Railroad Rate Cases, 1892-1898. 

In a Texas railroad rate case, Mercantile Trust Co. ». 
Texas & P. Ry. Co., 51 Fed. 529, 537, decided August 23, 
1892, Circuit Judge McCormick in issuing a temporary 
injunction, speaks of the seasoning process as follows: 


In the race to occupy territory, or to avail of the state’s 
donations of land, or to get a basis for the issuance and placing 
of their bonds, or to meet the crying want of communities 
along their projected lines, or for one, or more, or all of these 
considerations, the defendant railways hurried the construc- 
tion of their lines, and opened them for business in a green and 
unfinished condition, with unseasoned roadbeds, ties, rails, 
culverts, and bridges, and rolling stock not adequate to move 
or bear the weight of their present traffic, and with very little 
terminal and way-station equipment. That in large sections 
of the state through which these railways pass, the most fertile, 
fully occupied, and developed, and furnishing the bulk of their 
domestic freight and passenger traffic, the character of the 
soil is such as renders it extremely difficult and expensive to 
construct and to maintain a sound roadbed, and to keep the 
ties on top of it; time and use and constant large additions 
to the dump being required, and these not always efficient. 
That the cost of construction and equipment up to the time 
when these roads were respectively opened for business was 
far short of the proper cost of their plant as it exists to-day. 
That this proper cost of their plant as it exists to-day exceeds, 
in the case of each of these railways, the amount of its bonded 
indebtedness. That these roads could be duplicated only by 
going through a similar process of seasoning, and that even 
with the present reduced market value of much of the con- 
struction and equipment material, and the advantages of 
transportation of the same to interior points, which existing 
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roads would furnish, such duplicates, with equal right of way, 
roadbed, track, rolling stock, terminal and way-station fa- 
cilities, could not be acquired and constructed now for less 
money than these roads have cost. 


In the case of Metropolitan Trust Company v. Houston & 
T. C. R. Co., 90 Fed. 683, 687, decided December 1, 1898, 
Circuit Judge McCormick again refers to the matter of 
seasoning. This is an injunction proceeding involving 
railroad rates adopted by the Texas Railroad Commission. 
He says: 


It seems to be clear... . that in estimating the value 
of this railroad property no allowance was made for... . 
the increment to its value due to the settling, seasoning, and 
permanent establishment of the railways, ... . all of which 
ought reasonably to be considered in fixing the value of the 
property and the capitalization upon which at least it is en- 
titled to earn, and should pay, some returns by way of interest 
or dividends. 


§ 376. Oklahoma Railroad Rate Case, 1910—Physical and 
commercial adaptation. 

In the Oklahoma railroad rate case, Missouri K. are 
T. Ry. Co. v. Love, 177 Fed. 493, decided February 14, 
1910, Circuit Judge Hook refers to physical and com- 
mercial adaptation as follows (at page 496) : 


An established railroad system may be worth more than 
its original cost and more than the mere cost of its physical 
reproduction. . .. The inevitable errors in its building which 
finite minds and hands cannot avoid have been measurably 
corrected, time and effort have produced a commercial adjust- 
ment between it and the country it was intended to serve, 
relations have been established with patrons, and sources of 
traffic have been opened up and made tributary. In other 
words, the railroad, unlike one newly constructed, is fully 
equipped and is doing business as a going concern. 
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§ 377. Minnesota Railroad Rate Case, 1911. 

In the case of Shepard v. Northern Pacific Railway Co., 
184 Fed. 765, 810, decided April 8, 1911, Circuit Judge 
Sanborn says: 


There are exceptions because the master allowed to the 
Northern Pacific Company $1,613,612.76, to the Great North- 
ern Company, $3,219,642, and to the Minneapolis & St. Louis 
Railroad Company $608,896.43, for the solidification and 
adaptation of their respective railroads, and deducted nothing 
from the cost of reproduction for depreciation. But these 
amounts are those allowed by the defendants’ engineer and 
witness Morgan in his original estimates of the cost of repro- 
duction which he reported to the Commission, and there is 
much other evidence in the record to sustain them. It is 
clear that a new railroad may appreciate or depreciate as it 
grows older. It may be renewed, repaired, and improved 
day by day and year by year as it is operated, until its em- 
-bankments become more solid, its culverts and bridges firmer 
and more reliable, its ties and rails more steadfast and secure, 
and its rolling stock more seasoned and better adapted to its 
service and to the railroad it traverses, and until the whole prop- 
erty becomes more valuable than it was when it was first con- 
structed. On the other hand, its embankments and its road- 
bed may be neglected and permitted to deteriorate by the 
action of rain, snow, and frost, its ties may be allowed to be- 
come partially decayed, its bolts and rails loose, and its rolling 
stock worn, without adequate repairs, until the entire prop- 
erty suffers great depreciation. Whether at a given time a 
railroad property is more or less valuable than it would be if 
it had just been constructed is a question of fact, that in a suit 
of this nature must be answered by the evidence. That evi- 
dence in this case is that the railroads, rolling stock, and ap- 
purtenances which constitute the great transportation machines 
of these companies in Minnesota are in better condition for 
use, more efficient, more steadfast, better adapted to each 
other, than if their construction was just completed, that all 
depreciation has been offset by appreciation, and that values 
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to the amounts here allowed by the master have been added to 
the values of these properties new, by their age, their repairs, 
their renewals, their adaptation, and the assured efficiency 
that comes from constant careful maintenance and operation. 
There was no error in these allowances. 


That adaptation and solidification may in a railroad sys- 
tem cause an actual appreciation of structural value 
sufficient to make good all depreciation throughout the 
entire system and leave a large surplus of appreciation, is 
a somewhat novel doctrine. 


§ 378. New York Railroad Tax Case, 1911—Seasoning dis- 
allowed. . : 

People ex rel. New York, Ontario & Western Railway 
Company v. Shaw, 143 App. Div. (N. Y.) 811, 128 N. Y. 
Supp. 177, March 8, 1911, 1s a case involving the assessment 
of a railroad right of way in a New York tax district. Re- 
production cost was accepted as the measure of value for 
the purposes of this case. An allowance for solidification 
of embankment was rejected. Judge Kellogg in deliver- 
ing the opinion of the court says (at page 814): 


The alleged appreciation of embankment was _ properly 
disallowed. One of the witnesses for the assessors claimed 
that there was a gradual shrinkage and filling in from time to 
time and such shrinkage might approach 10 per cent. The 
relator’s witnesses quite well establish that this item was already 
allowed for in the other items of shrinkage and in the items 
allowed for extra excavation. 


§ 379. Irrigation Rate Case, 1911—Claim for solidification of 
earthwork rejected. 

San Joaquin and Kings River Canal and Irrigation 
Company v. Stanislaus County, 191 Fed. 875, 881, 885, 
decided September 18, 1911, is an action to enjoin the | 
enforcement of water rates fixed by county boards of 
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supervisors.® In this case there was a claim for deprecia- 
tion in the value of the earthwork amounting to $129,365. 
This claim was based largely on the fact that the loss of 
water through seepage is less in an old canal than in a new 
canal. The claim was, however, disallowed. Circuit 
Judge Morrow says (at pages 881, 885): 


The complainant claimed that the earthwork had appre- 
ciated in value in the sum of $129,365, and that this sum 
‘should be added to the cost of reproduction. The master re- 
fused to allow this claim. His reasons for so doing cannot be 
better stated than as set forth in his report. He says: 

“Complainant also claims that the earthwork had actually 
appreciated in value, effectiveness, and earning power by the 
lapse of time, by reason of the packing of the banks and the 
silting of the canals, thus avoiding breaks and preventing loss 
of water by seepage. The only witness produced by complain- 
ant to show the value of such alleged appreciation is Mr. Ham- 
mett, complainant’s engineer. The testimony is somewhat 
lengthy on this point. I shall endeavor to state Mr. Hammett’s 
theory of the alleged appreciation and his method of computing 
its valuation. He advances the proposition that a newly 
built canal is less effective than an old canal by reason of the 
greater amount of seepage and loss of water than a new canal, 
due to the looseness of the soil, due to the banks not being 
compacted, and causing washouts and ‘blowouts’ as it is called, 
making a new canal rather precarious of operation; that, after 
it has been operated a few years, it gets in condition; that it 
stays about the same from year to year, caused by the fact that 
the walls and the floor settle, and the silting, so that both seep- 
age and leakage from the gates are largely stopped. ... As 
Mr. Hammett takes the total value of the water lost during 
these eight years as representing the increased value of the 


6A temporary injunction had been granted (San Joaquin and Kings 
River Canal & Irrigation Company »v. Stanislaus County, 163 Fed. 567). 
- Subsequently the case was referred to a special master and the master 
reported in favor of the legality of the proposed rates and this finding is 
in the present case approved by the Circuit Court. 
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canals in their present condition, it seems to me he should 
deduct from the value of such water the cost of canal cleaning 
during a period of eight years, which is now required to keep the 
canals up to their normal efficiency. In other words, if a new 
canal lost $100,000 worth of water in eight years, but needed 
no canal cleaning, and an old canal lost no water, but required 
$100,000 for canal cleaning, the revenue derived would be the 
same. Complainant expended for canal cleaning and dredg- 
ing from 1900 to 1908, $80,984.76. 

‘After a careful examination of all the testimony on this 
question, I find I am unable to make either a calculation as 
to appreciation or depreciation of the earthworks of the canal, 
and shall assume that the one offsets the other.” 

After carefully reading the testimony on this subject, I have 
reached the same conclusion the master did with respect to 
this claim. 


§ 380. Adaptation of street railway—New York Public Service 
Commission, First District, 1912. 

Re Bond Issue of N. Y. and North Shore Traction Com- 
pany, 3 P. 8. C. Ist D. (N. Y.) 63, decided February 13, 
1912, involves the approval of the capitalization of a new 
electric railway by the New York Public Service Com- 
mission for the First District. In the valuation for this 
purpose the Commission refused a claim for experimental 
operation but included an allowance for adjustment of 
power plant. Commissioner Maltbie in delivering the 
opinion of the Commission says (at pages 84, 85): 


The applicants argued that, although the entire system was 
‘‘put in full operation, December 1, 1910,” interest and operat- 
ing expenses for several months thereafter should be paid out 
of capital upon the ground that the operation was experi- 
mental.) % 

It is obvious that the capitalization of operating charges, 
after the road has been opened for public use and the con- 
struction period ended, can not be defended. Schedules must 
be changed constantly, and cars must be routed differently 
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from season to season and from year to year. No sooner has 


the service been adjusted to certain conditions than the condi- 


tions change and service must again be readjusted. Experi- 
mentation must go on continually. 

The method suggested is dangerous, as it opens the door to 
over-capitalization. Who is to decide when the company shall 
cease to charge operating expenses to capital, and how is it 
to be determined? If it may go on for six months as requested 


in this case, why not for a year; why not until the road has 


reached its maximum capacity? If operating charges may be 
capitalized, why not unearned dividends, and why not pay 
dividends by issuing securities? Fortunately, the law does 
not permit such things to be done. It is evident that when 
one has embarked upon this sea, he is soon sailing without a 
compass. 

The proper solution is to charge all current expenses incurred 
after public operation begins to income account and later, 
when receipts will permit, to distribute a sufficient amount 
in dividends to equal a fair return not merely for the current 
years but for the early years when profits were lacking. 

In the vouchers already considered as representing the actual 
cost of the Hicksville, Flushing and Whitestone lines, there was 
included about $3,000 as a development expense, represent- 
ing the cost of adjusting the power plant. The applicants 
claim that certain other expenses should likewise be trans- 
ferred to this heading. It is impossible to say what the exact 
amount should be, as the records have not been kept in a man- 
ner which will permit accurate segregation. It is believed, 
however, that a fair estimate would be $3,000. This being 
allowed, the books must be altered accordingly. 


Re Metropolitan Street Railway Reorganization, 3 P. S. 
C. 1st D. (N. Y.) 118, 170, decided February 27, 1912, 
relates to the capitalization of a reorganized company. 
In regard to adaptation and related matters the Com- 
mission says: 


Before reaching a final conclusion upon the amount to be 


324 VALUATION [§ 380 


allowed, it is advisable to note certain general principles. It 
is undoubtedly true that an undertaking is of more value 
after it has been operated for a short time and the various parts 
have been adjusted each to the other by experimental and 
trial operation. The expenditures necessary to bring about 
this result ordinarily accrue either before public operation 
begins or immediately thereafter, and whenever a part of the 
plant is renewed the necessity of adjustment and trial operation 
appears. Whenever a new power station, for example, is con- 
structed to replace the old one, the company must go through 
the same procedure as it did when the old station was originally 
started. The same is true of the operating staff. New motor- 
men and conductors must be trained to their work, and those 
who determine how the plant and cars shall be operated must 
experiment before they know what service will best suit the 
needs of the community. 

Many of these elements are transitory or recurrent. Experi- 
mentation must go on continually. New methods and in- 
ventions constantly appear, and these must be tested to de- 
termine their usefulness and adaptability. Traffic is con- 
stantly changing, usually from season to season and from year 
to year. The information collected regarding one period of 
operation soon becomes useless, because conditions have 
changed. 

In so far as these elements are transitory and call for ex- 
penditures year after year, it is obvious that they should not 
be paid out of capital, but should be charged as part of operat- 
ing expenses. The former practice would lead to over-capitali- 
zation. The latter is the sound and prudent course, and the 
one followed by conservative managers. It follows that if these 
expenses are operating charges, they should not be included 
in the fair value of the property. . . . | 

So far as the information and experience referred to is per- 
sonal, it does not and cannot go with the property. It apper- 
tains to the individual manager or superintendent, and when 
he leaves he carries it with him. A company may be able to pay 
large dividends because it receives from its employees more 
than it pays them, but it is certainly improper to capitalize 
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the experience or ability of employees. Further, in view of 
the conditions which brought about the appointment of re- 
ceivers and the present status of the Metropolitan system, 
it is not possible to conclude that the system is being operated 
in such a way as to warrant an appraisal of values upon this 
score. 


In this case the allowance for adaptatien was considered 
in connection with claims for going concern value and 
expense of promotion and preliminary organization. The 
Commission concludes as follows (at page 173): 


After considering all the opinions and peculiar facts relating 
to this system it is the opinion of the Commission that a sum 
of from $5,000,000 to $7,000,000 for development expenses in 
addition to the amounts already allowed .... is ample to 
cover promotion expenses, preliminary legal fees and techni- 
cal services, adjustment of plant and all other elements which 
should be included. | 


§381. Alabama Railroad Rate Cases, 1912. 

Special Master W. 8. Thorington in his reports in the 
Alabama Rate Cases makes an allowance for solidification 
and seasoning of roadbed. He fixes the appreciation due 
to this cause at 10% of the cost of the grading in the case 
of the Central of Georgia Railway Company and at 25% 
of such cost in the case of the Western of Alabama Rail- 
way Company. In the latter case he says (at page 85): 7 


Mr. Bonnyman is shown by the testimony to be Chief En- 
gineer and General Manager of the Atlanta, Birmingham & 


7 Western of Alabama Railway Company v. Railroad Commission of 
Alabama, United States District Court, Middle District of Alabama, 
Northern Division, Report of Special Master W. S. Thorington, April 3, 
1912; Central of Georgia Railway Company v. Railroad Commission of 
Alabama, United States District Court, Middle District of Alabama, 
Northern Division, Report of Special Master W. 8. Thorington, Janu- 
ary 8, 1912. : 
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Atlantic Railroad. . .. It is fairly deducible from the testi- 
mony of this witness that when a railroad is built and said to be 
finished, the work of putting it into shape and operation is but 
just commenced; a process of settling goes on through many 
years; that it requires a number of years for the roadbed to be- 
come settled and for nature to sod and protect it; that a 14 or 
16 foot roadbed may be built, yet, before it is operated a year 
many of the embankments will work back almost to the ties; 
they are weathered off, and worked off, and must be continually 
renewed. This process continues on the sides of embankments, 
and, in the settling process which is continually going on, it is 
necessary to keep renewing the roadbed. It is also shown in 
his testimony that the Atlanta, Birmingham & Atlantic Railroad 
has steam shovels at work on its roadbed after five years of 
original construction and expects to have work for the shovels 
some two or three years longer before its railroad bed is in the 
shape of that of the Western Railway, so far as the width and 
permanency of the roadbed are concerned. And that during 
the process of settling the road is continually getting down on 
one side or the other, and there is no way to get a good track 
except from the rains falling on it, and running the trains on it, 
and by the continual putting it up, and keeping it up, until, 
finally after some years there is a settled roadbed. 


§ 382. Summary. 

As indicated above special allowances for adaptation, 
solidification or seasoning have been made in railroad 
appraisals in Minnesota and Washington, in the Mas- 
sachusetts appraisal of the New York, New Haven and 
Hartford Railroad and in the report in the Alabama 
Railroad Rate Cases. In Washington and Massachu- 
setts the allowance is clearly limited to the solidification 
or seasoning of the grading while in Minnesota it covers 
also adaptation which is defined as ‘‘the adjustment of 
the physical line to its environment and purposes.” 
‘‘ Adaptation” and ‘‘solidification”’ as applied to road- 
beds are also applicable in some degree to other structures 
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and particularly to extensive public utility plants and 
systems. This is sometimes referred to as the element of 
value arising from an ‘‘adjustment of parts” or from the 
“trying out’ of the plant. It is recognized that it is im- 
possible to plan any large system so carefully and in such 
detail that it will actually meet the demands upon it 
without a great many alterations and additions. Actual 
use will bring to light numerous imperfections and will 
show the need of many readjustments. It may be said 
that the construction period does not actually end until 
these readjustments have been made. Considered in this 
way, expenditures for adjustment and solidification are 
a proper charge to construction cost. They are of the 
same nature as items included under the head of contin- 
gencies in estimating cost and some estimators enlarge 
the contingency allowance to include at least a part of the 
probable expenses for adjustment, adaptation and solid- 
ification after construction is nominally complete. As a 
matter of fact, expenditures for adaptation and solidifica- 
- tion are usually charged not to construction but to opera- 
tion. In the case of solidification of roadbed it would 
seem that it would be very difficult to say what part of the 
expenditures for maintenance of the first few years could 
be properly considered an addition to capital value and 
what part was purely an operating expense. Other ex- 
penditures for adaptation and adjustment would be very 
dificult to distinguish from supersession due to inad- 
equacy or obsolescence. But however this question may 
be taken care of in the accounting system, it is clear that 
the fact that a plant or railroad has passed through the 
initial period when expenditures are necessary for adapta- 
tion and solidification adds to its physical structures an 
element of value. Anything that tends to decrease the 
current charges of an old structure as compared with such 
charges for a new structure tends to increase the present 
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value of the old structure as compared with the value of 
the new structure. If fair value is based on present com- 
mercial or market value of the physical structures, any 
actual appreciation through adaptation or solidification 
will necessarily be considered. If fair value is based not 
directly on money value but on cost or the ratio that re- 
maining utility bears to original or reproduction cost less 
salvage value, the same conclusion is reached. The | 
difficulty in application arises from the danger that this 
item will be included both in operating expenses and in 
fair value for rate purposes. 


CHAPTER XVII 


Physical Depreciation 


§ 390. Depreciation problem. 
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§ 390. Depreciation problem. : 
Having determined the cost-of-reproduction-new it re- 
mains to determine the relation of the existing property 
to this factors: There is no doubt that worn rails because 
of their shorter remaining life have a smaller total utility 
and a smaller money value than new rails. A company 
can afford to pay more for new cars and new rails than 
for old. Depreciation is however one of the most difficult 
and elusive problems connected with valuation. It is 
not necessary for the purposes of this book to attempt a 
complete discussion of the subject but merely to consider 
it to such extent as may be necessary to determine its 
general relation to valuation for various purposes. In 
venturing to discuss this problem the author realizes that 
the result must be incomplete and tentative. 

[ 329 ] 
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§ 891. Physical depreciation and functional depreciation. 

Depreciation may be divided into two general classes: 
(1) physical depreciation, (2) functional depreciation. 

Physical depreciation is the result of deterioration due 
to wear or to age. It results from use, decay, and the 
action of the elements. Functional depreciation is the 
result of lack of adaptation to function. It results from 
changed conditions and surroundings which render the 
structure ill adapted to its work; from growth of the busi- 
ness which renders the structure inadequate or to decline 
of business which renders it too large; from the develop- 
ment of the art which makes desirable the substitution of 
other methods, equipment and structures. The terms 
inadequacy and obsolescence are often used to denote in 
part what is here termed functional depreciation. Phys- 
ical depreciation is a constant factor; it begins as soon as 
the structure is exposed to the action of the elements or 
is put to use. Functional depreciation is fortuitous; it 
‘may come into play during the lifetime of a particular 
structure and it may not. 


§ 392. What is depreciation? 

Although there is substantial agreement as to the cause 
and existence of depreciation there is little’agreement as 
to what depreciation really is and much less agreement as 
to the correct measure of depreciation. Is depreciation 
(1) a lessening in money or market value or (2) a lessening 
in utility value or (3) merely the necessary adjustment to 
secure a uniform investment cost? Perhaps the term 
depreciation like the term valuation is somewhat indef- 
inite unless used with reference to some particular pur- 
pose. It is generally agreed that valuation for purposes 
of private purchase or sale has important elements of 
difference from valuation for public purchase, or for rate 
making (see Chapter I). Probably similar elements of 
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difference exist in an estimate of depreciation when made 
for the varying purposes of private sale, public purchase, 
rate making, accounting, capitalization or taxation. In 
case of voluntary purchase or sale depreciation is naturally 
considered as lessened money or market value. As thus 
considered and applied to physical structures deprecia- 
tion may be defined as the lessened money value caused 
by physical deterioration or lack of adaptation to func- 
tion. 

But according to approved rulings, fair value for rate 
purposes is not based on market value but largely on cost, 
either actual cost or reproduction cost. Cost seems more 
closely related to actual utility than to market value. 
The cost as a factor in rate regulation represents the total 
utility to be secured from the unit in question. As this 
utility is used up with the wear and age of the unit, the 
cost or fair value may be said to decline in the same ratio. 
From this point of view depreciation can be defined as the 
lessened utility value caused by physical deterioration or 
lack of adaptation to function. There is also another 
factor that deserves careful consideration and is possibly 
controlling. The supply of a public service is a contin- 
uous enterprise. The rights of the consumers using the 
service at different periods demand that the annual 
charges attributable directly to the investment shall be as 
uniform as possible. These annual charges include not 
only interest and profits on the investment but also the 
annual expenses for the repairs, renewals and replace- 
ments necessary to keep the property in good working 
condition. This annual investment cost may be made uni- 
form by proper depreciation adjustments. Is this not the 
logical function of depreciation in the theory of rate regu- 
lation? Use the depreciation factor so as to secure as low 
a uniform annual investment cost as is consistent with 
justice to the investor. 
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§ 393. Other definitions. 

Utility value relates to the rial work that will be per- 
formed during the remaining life plus the scrap value. 
Operating efficiency relates to present efficiency as an 
operating unit without regard to future service or length 
of remaining life. Scrap value is the money value for 
which a plant unit may be sold when it is no longer desir- 
able to retain it in service. Wearing value is the difference 
between cost and scrap value. Present value is the term 
usually used to denote the difference between cost-of- 
reproduction-new and the existing depreciation. The use 
of this term to denote what is largely cost rather than 
value seems an added source of misunderstanding in an 
already sufficiently confused assortment of terms. The 
author has therefore used instead of present value the 
less convenient phrase cost-less-depreciation or cost-of- 
reproduction-less-depreciation. 

Although physical depreciation is based on physical 
deterioration the two terms are not identical. A _ half 
worn rail has a 50% deterioration in wearing value but 
not necessarily a 50% depreciation of wearing value based 
on either money value or utility value or uniform invest- 
ment cost. Depreciation represents the loss in value due 
to actual deterioration but the percentage of deterioration 
may or may not be the same as the percentage of depre- 
ciation in value. Moreover a rail may have a 50% de- 
terioration or depreciation and at the same time have 
100% operating efficiency. 


§ 394. Straight line method of measuring depreciation. 

Under the straight line theory it is assumed that the 
wearing value decreases uniformly each year during the 
assumed life. If the assumed life is ten years and six 
years of such life have elapsed, the existing depreciation 
amounts to six tenths of the total wearing value. This 
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method. is the one most largely used in appraisals for all 
purposes. It has the merit of simplicity. It is particu- 
larly simple when what is known as the 50% method can 
be applied. If the life of a street car is twenty years and 
the ages of the cars to be appraised vary all the way 
from one to twenty years, and the number of cars of 
each age is the same, the average age of the total car 
equipment is ten years, and this is just one-half of the 
total life. Assuming that the cars in question have a 
uniform cost-new, the depreciation would be 50% of the 
total wearing value. When a system has been built up 
piecemeal or after a cycle or two of renewals, the cars, ties, 
rails, poles, wires, etc., become evenly distributed as to 
age. If this is true the estimator can say at once under 
the straight line method that the existing depreciation is 
equal to 50% of the total wearing value of these units. 
In order that a class of units may be appraised under the 
50% rule it is necessary that the members of the class be 
so numerous that the law of averages can in fact be relied 
on. The 50% rule is particularly applicable to certain 
classes of railway property and has been used in connec- 
tion with certain large street railway appraisals. Under 
this rule the problem of estimating the depreciation in all 
the steam railways of the country would be very simple. 
If the aggregate cost of reproduction of the depreciable 
property and the aggregate scrap value of the same were 
known, the depreciation would be figured as just 50% of 
the wearing value or the difference between cost-new and 
scrap value. This would follow because these systems and 
their component units are of all ages and of all the de- 
preciable structures having for example a ten year life 
there are doubtless as many one year old as there are 
two, six or nine years old. Even in the case of buildings 
and other large or long lived units the number of units is 
sufficient and the process of equalization has gone on for 
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a long enough time to make the application of the 50% 
rule sufficiently accurate. The result of this theory is not 
so startling in its application to railway values as it at 
first seems. The percentage of depreciable property in a 
steam railroad is not very large. Land, right of way, 
roadbed and many overhead charges are not depreciable. 
Moreover the scrap value is quite high. So that the 50% 
depreciation of wearing value is in fact only applied to a 
small percentage of the total cost of reproduction. 


§ 395. Sinking fund method of measuring depreciation. 

The sinking fund method assumes that an amount is 
set aside each year which invested at compound interest 
will equal the total wearing value at the end of the as- 
sumed life. The depreciation at any time is said to 
exactly equal the amount that is or should be in a sinking 
fund accumulated in this way. Under the sinking fund 
method the existing depreciation found is always less 
than it would be under the straight line method. The 
degree to which it varies will depend largely on the rate 
of interest at which the fund is assumed to accumulate. 
The higher the rate of interest assumed, the smaller will 
be the existing depreciation under the sinking fund 
method as compared with what it would be under the 
straight line method. The difference between the two 
methods is not great for a unit with a short life but for a 
unit having a fifty year life the excess of the existing de- 
preciation as shown by the straight line method over that 
shown by the sinking fund method may be enormous. 
The sinking fund method may be justified as a simple 
accounting method of apportioning evenly a loss which 
will not actually accrue until the unit needs to be renewed. 
The main idea here is the creation of a fund which at the 
end of the life of the unit will, together with the scrap value, 
equal the cost of renewal. But it is clear that: the rate at 
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which such funds may accumulate does not. bear any 
necessary relation to the rate at which either the money 
value or the utility value of the unit actually depreciates. 
If depreciation is merely a question of money value or of 
utility value the sinking fund method has little logical 
justification. 


§ 396. Sinking fund method discussed. 

The Wisconsin Railroad Commission recognizes that 
there is no actual connection between the rate of deprecia- 
tion and the rate at which money can be made to accumu- 
late in a sinking fund but says that it seems reasonable 
to assume “that the 4 per cent. sinking fund curve fairly 
represents the progress of depreciation under average 
conditions.”’ In the case of City of Beloit v. Beloit Water, 
Gas and Electric Company, 7 W. R. C. R. 187, 235, de- 
cided July 19, 1911, the Commission discusses this subject 
at considerable length: 


It is frequently assumed, and is strongly contended by the 
petitioner in this case, that the rate of depreciation is uniform, 
that is, that the decrease in value follows a straight line drawn 
between two points, namely, cost of reproduction and scrap 
value. While it is true, perhaps, that the physical decay of 
equipment begins at the moment it is placed in service, it must, 
on the other hand, be acknowledged that very frequently equip- 
ment which has been in use for a few months and has proved 
its adaptability to the service required of it has a greater value 
than the cost new of the untried machine. On the other hand, 
conditions are conceived where the equipment shortly after 
its installation is worth much less than its value as shown by a 
straight-line depreciation curve, due to the fact that the equip- 
ment in question is unsuitable or improperly designed, con- 
structed or installed. In the majority of instances, however, 
it would appear that there is only a slight decrease in the actual 
value of a unit as operative equipment during the early period 
of its life. No maintenance may be required for several years, 
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and so far as a superficial examination would indicate, the unit 
As “as good as new.” The fact that numerous instances of 
/ this kind can be pointed out has given use to more or less errone- 
ous ideas as to the value of equipment which has been in serv- 
ice. No matter how remarkable the performance of a machine, 
a day will come when even the most casual examination will 
show that the value falls far below that of a new unit. Main- 
tenance increases and efficiency decreases, and a period is 
reached when the unit is kept in service only by a large increase 
in operating expenses. 

The prejudice against second-hand machinery is, to a con- 
siderable extent at least, an expression of general opinion that 
a machine depreciates more rapidly during the latter part of 
its life. It is a common saying that it pays to get the first 
wear out of a machine. The price which equipment will bring 
second-hand, however, is not indicative of its present or ex- 
isting value as an operating unit. 

It seems fairly certain, in view of the facts, that if we are to 
consider the value of a unit of equipment as installed and in 
operation, the depreciation will in general occur more slowly 
during the earlier than during the later years of its life, and 
that in general the value at all times will be somewhat above 
the straight line drawn from cost of reproduction to scrap value. 
It is, however, much easier to arrive at this conclusion than 
it is to indicate the course actually followed by the decrease in 
value. It is probable that the fairest representation of this 
course is the sinking fund curve. Whether a 4 per cent., 3 per 
cent. or other curve is the closest to a fair and reasonable rate 
depends largely upon other factors, which can perhaps be 
closely ascertained only by careful investigations and clear 
knowledge of the surrounding conditions. Where proper de- 
preciation curves have been kept in the past, the present or 
existing value of a property, as determined by inventory, in- 
spection and appraisal, plus the depreciation reserve, should 
theoretically equal the cost new of that property. 

There is, of course, no actual connection between the rate 
of depreciation of equipment and the rate at which money ac- 
cumulates under a given rate of compound interest. The. 
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progress of depreciation must be assumed in any case. If we 
are to follow the proposition that it follows a curve instead 
of a straight line, it seems fair to assume that this curved 
line has a certain general form, and it would seem reason- 
able to assume that the 4 per cent. sinking fund curve 
fairly represents the progress of depreciation under average 
conditions. 

Many appraisers oppose the use of a curve of any kind or 
form, and rely upon the judgment of an expert as based upon 
the actual inspection of the equipment under consideration. 
Since, however, a great deal of equipment cannot be adequately 
examined in service, it is necessary to rely very largely upon 
age, and in such cases the appraiser actually depreciates upon 
an actual or mental curve which is based upon the more or 
less definite life table which is the result of his experience. 
More consistent and fairer results would appear to be obtained 
by the use of a life table compiled from the experience of a 
large number of experts in connection with a definite curve, 
even if the basis for the use of such curve rests, to some extent, 
upon assumptions which are more or less difficult to justify 
with exactness. 


If, as stated above, maintenance increases and efficiency 
decreases with age, thus making it pay to get the first 
wear out of a machine, the effect is to make the first year’s 
use more valuable than the use of subsequent years. 
When three years of a nine year life have expired more 
than one-third of the money value or the utility value of 
the machine has been used up. Its depreciation should 
therefore be more than it would be figured on a straight 
line basis and very much more than it would be figured 
on a sinking fund basis. The only way that a deprecia- 
tion less than that under the straight line method can be 
figured is (1) by assuming that maintenance is greater 
or efficiency less during the early years than during the 
later years, or (2) by considering the effect of some other 
factor such as interest on investment or the present 
22 


338 VALUATION [§ 397 


worth of future advantages and disadvantages, or (3) by 
considering the need for a uniform investment cost. 


§ 397. Present worth method of measuring depreciation. 

Depreciation may be considered from the viewpoint of 
the advantage to the user of a hypothetical substitution 
of a new article for one that is partly worn. It may be 
summed up in the question, How much could the user af- 
ford to pay to have his worn article replaced by a new one? 
How much could the company afford to pay to have a 
five year old car replaced by a new car of exactly the 
same kind? The new car might have five more years of 
service than the old car. What is the present worth of 
these five additional years of service? The new car could 
be operated during certain years with less expense for re- 
pairs and maintenance than the old car. What is the 
present worth of these possible savings in maintenance 
and repair? Moreover the time that a car is out of service 
undergoing repairs and the loss due to breakdowns while 
in service are important elements in the calculation. 

In considering the present value of future gains or 
losses a discount for interest during the intervening 
period must always be included. No one will pay down 
$1,000 either to receive the return of the identical sum 
five years hence or to avoid the payment of such identical 
sum five years hence. If however money is worth 5%, 
he may pay down $1,000 less five years discount cal- 
culated on a 5% basis. In other words he will pay the 
present worth of $1,000 due five years hence. In the same 
way assuming a twenty year life the company owning a 
five year old car could afford in exchanging it for a new 
car to pay the present worth of the five years of additional 
service that it would secure at the end of the fifteen years 
of remaining life in its old car. What is the present worth 
of five years of service enjoyable at the end of a fifteen’ 


ste 
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year period? In the same way what is the present worth 
of all the savings in maintenance, repairs and operating 
cost starting with a new car as compared with an old? 


§ 398. Present worth method applied to a class. 

The present worth method of estimating depreciation 
may also be applied to any class of structure or equipment 
as an entirety. Instead of being applied to a single car it 
may be applied to the entire car equipment as a single 
unit. It is peculiarly adapted to any class of equipment or 
structure the individual units of which are so numerous 
that after a time renewals take place in even proportions 
and at frequent intervals—cars, ties, poles, rails, etc. 
Take for example the entire track equipment and assume 
that various portions of the track are in varying stages 
of age and wear. Under this method the question is what 
could the company afford to pay to have its worn tracks 
exchanged for new tracks. This would depend on the 
savings resulting from the substitution, and such savings 
would be measured by the difference in future main- 
tenance and renewal charges of a new track system as 
compared with the old track. 

Starting with all new rails the necessary expenditures 
for maintenance, repairs and renewals are very small for 
a considerable number of years. Then as the average 
period of rail life draws near, the expenditures for renewals 
become large. After this period is passed expenditures for 
maintenance and renewals decline gradually until a prac- 
tically constant basis is reached. The track equipment 


‘has now settled down to a constant condition of age and 


wear and the cost of maintenance and renewals does not 
vary much from year to year. This process of equaliza- 
tion will be greatly hastened if the track is built, as is cus- 
tomary in large systems, on the piecemeal plan. Whether 
the start is made with all new track or with partly worn 
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track, after a time the average condition as to age and 
wear will be the same in either case and the subsequent 
expense for maintenance and renewals will also be the 
same. The advantage of substituting all new tracks may 
therefore be measured by the excess of the present worths 
of the annual savings over the annual losses in maintenance 
and renewal costs prior to the time when the track will 
have settled down to a permanent average condition of 
age and wear and of maintenance and renewal costs. 
There will be a number of years when there will be savings, 
then may follow a number of years when the increasing 
renewals will cause losses: The present worths of the 
savings less the present worths of the losses leaves a sum 
which represents the total value of substituting new track 
for old. It is a measure of the depreciation in value at- 
tributable to the old track as compared with new tracks. 


§ 399. Present worth method applied to system as a whole. 
This method of estimating depreciation may also be 
applied to the system as a whole. After the various parts 
of a large public utility plant have gone through com- 
plete cycles of renewal the plant settles down to a condi- 
tion in which saving extraordinary functional depreciation 
expenditures for maintenance, repairs and renewals be- 
come practically constant. There is little fluctuation from 
year to year and the averages by five or ten year periods 
are practically identical. When the plant has settled 
down to this condition, What is the difference between its 
structural value and the structural value of the identical 
plant starting with new structures and equipment? 
What could the company afford to pay to have its partly 
worn but 100% efficient structures and equipment re- 
placed by new structures and equipment having not only 
100% efficiency but also 100% wearing value? Obviously 
during the first years of operation with new structures 
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and equipment the expenditures for maintenance, repairs 
and renewals would be much less than the average when 
the plant is settled down to a practically constant per- 
centage of average deterioration due to age and wear. 
Then may follow a period when such expenditures are 
higher than such average, and finally perhaps after several 
minor fluctuations the constant basis will be reached. 
This settling down or equalizing process is very greatly 
hastened by the fact that large systems are constructed 
by piecemeal. The present money value of new struc- 
tures and equipment over the old is therefore repre- 
sented by the present worth of the annual savings in ex- 
penditures for maintenance and renewals less the present 
worth of any annual excess in such expenditures, during 
the period while the starting system is going through the 
cycle of renewals prior to the time when it settles down to 
a constant condition of average age and wear and a prac- 
tically constant expenditure for maintenance and re- 
newals. 

So far as known the above method has not been applied 
by appraisers in official valuations. It is however briefly 
described and theoretically applied in an unsigned article 
in the Tramway and Railway World (London) Novem- 
ber 9, 1911. The writer of this article estimates on this 
basis the difference between the value of a long established. 
tramway with partly worn equipment and an entirely 
new tramway as between 11.4% and 16.3%. That is, the 
long established tramway in good working order has a 
depreciation of from 11% to 16%. 


§ 400. Other methods of measuring depreciation. 

- The three methods of measuring depreciation most 
used are the straight line method, the sinking fund method, 
and the actual inspection method. The first two methods 
are often modified by the actual inspection method. 
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That is, the appraiser by actual inspection determines the 
probable useful life of each particular unit and then ap- 
plies either the straight line method or the sinking fund 
method. Or he may simply rely on his own judgment 
as to what is the actual worth of the worn unit without 
the aid of any formal method. Halbert P. Gillette in his 
Handbook of Cost Data gives a formula for estimating 
depreciation which he calls the “unit cost depreciation 
formula.”! He bases his formula on the following assump- 
tion: 


The owner of a second-hand machine is entitled to such a 
price for it as will enable the purchaser to go on with its use 
and produce each unit of product at as low a cost as the aver- 
age unit cost of production would be during the entire life of 
the machine. 


The underlying theory here is apparently much the same 
as that of the present worth method above referred to. 
Depreciation is conceived to be the actual lessened money 
value to the user of the worn unit as compared: with a new 
unit. This seems a reasonable standard for purposes of 
purchase and sale. But fair value for rate purposes is not 
in general based on the market or money value of the 
property but on cost and utility. Similarly, depreciation 
for rate purposes may perhaps be more appropriately 
based directly on the actual decline in utility value of the 
physical units represented by cost. In utility value as 
distinct from money or market value there is no recogni- 
tion of the superior value of present goods as compared 
with future goods which forms the basis of the present 
worth method. Depreciation is measured directly by. the 
percentage of total utility or service already used as com- 
pared with the total utility in a new unit. If maintenance 
charges and operating efficiency are constant throughout 


1 Halbert P. Gillette, Cost Data, 2d Ed., 1910, p. 36. 


§ 401] | PuysicaL DEPRECIATION 343 


the life of the unit, utility value disappears at an equal 
rate, 2. e., on the straight line basis. If maintenance 
charges increase or operating efficiency declines during 
the later years, utility value is used up faster in the 
earlier years than during the later years and consequently 
we may have a curve of depreciation which is the reverse 
of a sinking fund curve. 


§ 401. Uniform investment cost method of adjusting deprecia- 
tion. 

Ineven closer conformity to the theory of rate regulation, 
depreciation may be treated as the adjustment necessary 
to secure a uniform annual investment cost. By this is 
meant that the annual charge for interest and profits and 
for the repairs, renewals and replacements necessary to 
keep the property in good working order shall be uniform. 
It is of course much easier to state this principle than to 
apply it. It seems upon the whole the most. plausible 
theory, yet only fragmentary suggestions can be offered 
as to its application. It will make use in part of the 
straight line method and in part of the sinking fund 
method and will add to these the additional factor of a 
direct amortization of capital. 

The determination of annual depreciation requirements 
is largely a matter of cost accounting. The supply of a 
public service must be considered a continuous process. 
The problem is to so arrange the depreciation allowance 
that the investment will be carried and kept intact at a 
uniform annual cost. The annual investment cost in- 
cludes not only interest and profits but also the repairs, 
renewals and replacements necessary to keep the property 
permanently in good working condition. If this allowance 
is adequate, the rights of the investor are safeguarded. 
If this allowance is determined in the most economical 
way, the rights of the consumer are safeguarded. A fact 
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of prime importance in the consideration of this question 
in connection with a public utility is that the real per- 
manent investment must be something less than the cost- 
new. After a start with all new structures and equipment 
there will never be a return to this condition except in the 
case of extraordinary total supersession. Total plant 
supersession should be treated as a hazard rather than a 
cost (see § 452). As the permanent investment must be 
less than the original investment it is possible to reduce 
the permanent annual charge for interest and profits by 
amortizing a part of the original investment. It is possible 
to do this with justice to the consumers of the earlier 
period because in that period the expenditures for re- 
pairs, renewals and replacements are less than will be the 
later permanent average expenditures for this purpose. 
Moreover in view of the fact that such expenditures are 
ultimately permanently greater than during the first 
period there must be some permanent reduction in the 
annual charge for interest and profits as otherwise the 
total annual investment cost will not be uniform but will 
increase. Other conditions remaining the same, this will 
require an increase in the rates of charge. This would be 
unfair to the consumers of this period as they are equi- 
tably entitled to the same investment cost and the same 
relative rate of charge as the consumers of the earlier 
period. 

It is recognized that a railroad system cannot be kept 
in absolutely new condition. Although maintained at 
100% efficiency, it will after construction show a greater 
and greater percentage of wear until it at length settles 
down to a practically constant percentage of wear and of 
depreciation in value and a practically constant expendi- 
ture for repairs and renewals. During the period when 
the system is thus settling down, the annual allowance for 
depreciation must be adequate to take care of all repairs 
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and renewals and also to pay back to the owners the 
investment that permanently disappears through de- 
preciation and will not again be needed in the business. 
If when this initial period is over the railroad will per- 
manently show 15% depreciation over cost-new, this 15% 
should through the annual depreciation allowance already 
have been returned to the owners. As for: the future, 
while the actual expenditures for repairs, renewals and 
replacements will be larger than during the initial period, 
there will be no further necessity for the amortization of 
a portion of the permanent investment and moreover the 
annual charge for interest and profits will be less. If the 
adjustment has been properly made the total annual in- 
vestment cost will be the same as during the earlier period. 

It is claimed for certain large railway systems that the 
annual expenditures for repairs, renewals and _ replace- 
ments have become equalized so that the percentage of 
wear is constant and unchanging. Current repairs, re- 
newals and replacements take care of all current depre- 
ciation and there is no need for an accumulated reserve to 
take care of either physical depreciation or the crdinary 
amount of functional depreciation. If this is true the 
actual annual average expenditure of the railroad for 
maintenance, renewals and replacements becomes the 
exact measure of the amount needed each year for main- 
tenance and depreciation. No fund or reserve is required. 
Except perhaps for the very large utility systems the 
above condition though approximated is never actually 
reached. They have a few large structures having long 
lives, so that the percentage of wear and age for the sys- 
tem as a whole is not constant but fluctuates somewhat 
with the age of these large units. Nevertheless the total 
expenditures for repairs, renewals and replacements 
fluctuate only between certain well defined limits. There 
is a certain normal expenditure and there are also certain 
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infrequent extraordinary expenditures in excess of the 
normal. It is only for these infrequent expenditures in 
excess of the normal, that it is necessary to provide by 
means of a reserve. The amount necessary to meet these 
large expenditures should be accumulated by the most 
economical method that will evenly distribute the burden. 
The sinking fund method seems well adapted for this 
purpose. 

Under the uniform annual investment cost method the 
existing depreciation is the amount of the original invest- | 
ment that has been amortized as a necessary result of the 
actual or theoretical application of this method from the 
initiation of the enterprise. 


§ 402. New York Public Service Commission, First District, 
rejects sinking fund method. 

Re Metropolitan Street Railway Reorganization, 3 P. S. 
C. Ist D. (N. Y.) 118, 153, decided February 27, 1912, 
relates to capitalization after reorganization. In estimat- 
ing the fair present value of the property the commission 
rejected the claim that depreciation if allowed for at all 
should be allowed for on a 5% sinking fund basis. The 
basis used by the Commission was the straight line 
method. ‘The Commission says (at page 153): 


Notwithstanding the decisions of the Commission in other 
cases and the questions addressed to the witnesses called by the 
applicants, no testimony was presented by them to indicate 
what allowance should be made for depreciation or what was 
the actual value of the physical property at present. They 
did submit a statement by one witness to the effect that, even 
if depreciation were to be deducted from the estimated cost- 
to-reproduce-new, the amount thus subtracted should not ex- 
ceed $7,329,130. This figure was reached by fixing an amount 
to represent part of the cost of the property as new, a salvage 
value, a life table and an age table for the different classes of — 
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property. From these assumed facts and the further assump- 
tion that a sinking fund could be made to accumulate at 5 per 
cent. compound interest per annum, the witness found that if 
the company had $7,329,130 now in a fund, and if other annual 
payments were paid into this fund and compounded at 5 per 
cent. annually, the company would have at the end of the as- 
sumed life of the property a sufficient sum of money together 
with what might be realized from the sale of the scrap to pro- 
vide for the replacement of part of the property as i now 
exisis. .. 

(6) The problem before us is not how to meet and provide 
for decrease in values, but what is the fair value of the plant 
at present. It may be that sinking funds will provide for the 
replacement of the various parts if they live out their allotted 
terms, but in the meantime, capital is impaired unless the 
value disappears at the same rate that the sinking fund accumu- 
lates. As a matter of fact this is true of few classes of property, 
and the curves which represent values from year to year are 
so varied that rarely does one coincide with the mathematical 
formula adopted by the witness who estimated $7,329,130 as 
the maximum deduction for depreciation. It seems to have 
been forgotten that the difference between cost and present 


value determines depreciation; depreciation does not fix present 


value. How the impairment may be met is a separate ques- 
tion. 

Mr. Connette, the Transportation Engineer of the Com- 
mission, prepared an estimate of present value, which was 
introduced in evidence. .. . 

The most important difference between Mr. Connette’s es- 
timate and the calculation presented by Mr. Uebelacker, which 


he declared “absolutely useless,” is that the former follows 


the straight-line method, while the latter adopts the 5 per cent. 
sinking fund method. Without going into the technical de- 
tails of these two plans, suffice it to say that the fundamental dif- 
ference is that the former assumes the property to decrease 
uniformly in value from year to year, the latter that it, follows 
parabolic curve. The former assumes that the decrease will 
be met year by year as it occurs, that the payment from earn- 
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ings will be immediately expended and that it will not accumu- 
late at compound interest. The latter assumes that nothing 
will be spent before the end of the period, that it will all ac- 
cumulate and that impairment of capital need not necessarily 
be met as it occurs. 


-§ 403. Straight line method in New York City Street Railway 
Fare Case. 

Bion J. Arnold, consulting engineer, made a valuation 
of the property of the Coney Island and Brooklyn Rail- 
road for the New York Public Service Commission for the 
First District for use in a case involving the fares charged 
by that company.” In testifying as to his valuation in 
this case Mr. Arnold explained his method of treating 
depreciation as follows: 


A. Depreciated Value of Physical Equipment: This value was 
obtained under the following instructions: Deduct from. the 
Cost to Reproduce the Depreciation which may have been 
caused by Obsolescence, Inadequacy, Wear, Deferred Main- 
tenance and Casualties. The equipment can deteriorate only 
down to its Scrap Value. In obtaining the Present Value of — 
this part of the property, therefore, consideration should be 
given the following items:— 

A. Cost to Reproduce including: 

Contractor’s Profit, 

Incidentals, . 

Administration during Construction, and 
Engineering. 

B. Scrap Value 

C. Original Service Value. 

D. Depreciation due to Obsolescence, Inadequacy and Age. 

K. i ‘© Normal Wear. 

F. ““ Deferred Maintenance & Casualties. 

G. Remaining Service Value. 


(a9 (a9 


2 Monheimer v. Coney Island and Brooklyn Railroad Company, 1 
P.S. C. Ist D. (N. Y.) 705, July 2, 1909. 
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H. Present Value, as follows: 
C=A minus B. 
G=C minus (D plus E plus F). 
H=G plus B. 

B. Scrap Value: is determined by allowing a fair market 
price for the material as scrap, less the cost of turning it over 
to the dealer. , 

C. Original Service Value: is the difference between the Cost 
to Reproduce (A) and the Scrap Value (B). Depreciation was 
considered as taking place only on the Original Service Value. 
Scrap Value does not depreciate. 

D. Obsolescence, Inadequacy and Age: There is a class of de- 
terioration which cannot be prevented by maintenance, or 
offset by repair. Obsolescence which results from a “change 
in the art,’”’ Inadequacy, due to the growth of the business and 
the natural result of Age are examples of depreciation, which 
can only be taken care of by complete replacement, and should 
therefore be provided for by means of a renewal, reserve or 
amortization fund. 

This fund should equal the Original Service Value of the part 
by the time it becomes of no operating value. If the amount 
that should be in this reserve fund at any time is determined, 
then this amount is a proper measure of the depreciation due 
- to the above causes, which has occurred up to that time. 

There are a number of possible methods which may be fol- 
lowed in determining the amount which should be annually 
allowed for a reserve or amortization fund for each part of the 
property which is subject to Obsolescence, Inadequacy and 
Age—but for the purpose of this appraisal, the simplest and 
most direct method has been adopted. This method consists in 
deciding upon a probable time when each part of the property 
shall be of no operating value; that is, reduced to scrap. Di- 
viding 100 by this length of life in years gives at once the annual 
percentage or rate per year of depreciation from these causes. 
The product of this rate, the elapsed life of the part, and the 
Original Service Value, equals the deduction to be made for 
Obsolescence, Inadequacy and Age. If a reserve fund has not 
been provided to offset this Depreciation, then a deduction 
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of the amount should be made from the Cost to Reproduce 
when determining Present Value. 

E. Normal Wear: The Normal Wear of any part is the de- 
terioration of that part due to service or the action of the ele- 
ments, and should periodically be offset by proper and regular 
maintenance and repair. This Wear may be considered as 
“Normal,”’ down to the point where economy of operation or 
adequate service dictates repair—if allowed for any reason to 
wear—beyond this point continued wear means Neglect or 
Deferred Maintenance. A depreciated condition of the system 
as a whole, however, must ordinarily exist from Normal Wear, 
due to the fact that wear on the system as a whole, which occurs 
gradually, can, as a rule, be offset only periodically, and there 
will be an appreciable period of time between the actual wear 
and the removal of its effect from the system. 

The measure of this normal wear is best determined by a 
careful, detailed examination of the property—but as it is often 
impracticable to make such an examination over an entire sys- 
tem in such a short time that the wear neither increases nor 
is removed during the examination, it is ordinarily more prac- 
ticable and equally as accurate to determine this normal wear 
as follows:— 

For all parts which have been in use long enough to have 
passed through an entire period or cycle of complete repair— 
determine the entire cost of one complete maintenance, i. e., 
the cost of a complete renewal of those parts subject to wear. 
The amount to be deducted for normal wear is 50% of this 
total maintenance cost, as the average condition of all the parts 
is midway between the point of complete repair and of normal 
disrepair. Whether or not this normal wear, which is inherent, 
should be offset by a reserve account, is an undecided question; 
but in examining a property the amount of this normal wear 
should be determined. 

F. Deferred Maintenance & Casualties: If proper and regu- 
lar renewals have been neglected from any cause, the amount 
of such deferred maintenance should be determined and this 
amount deducted when arriving .at Present Value. If the 
‘buildings or equipment have been subjected to a fire, severe 
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collision or other casualty, entailing a loss which is not charge- 
able to regular maintenance, then the amount of such loss should 
be determined and a proper reduction should be made. If a 
reserve account is available to offset all or any losses, then the 
amount of such funds will appear as a separate item to be added 
to Present Value. 
 G. The Remaining Service Value is found by subtracting from 
the Original Service Value the sum of all the Depreciation 
due to Obsolescence, Inadequacy, Age, Neglect and Casualties. 
H. The Present Value of the Physical Equipment is equal 
to Remaining Service Value, plus Scrap Value. 


§ 404. Depreciation rule contained in uniform water supply 
accounts, 1911. 

The Uniform Accounts for Systems a Water Supply 
adopted i in 1911 by a conference consisting of representa- 
tives of the United States Bureau of the Census, American 
Water Works Association, New England Water Works 
Association, American Association of Public Accountants, 
Ohio Bureau of Uniform Public Accounting and others 
and published by United States Bureau of the Census, 
contains the following in relation to depreciation (at 
page 27): 


Losses by depreciation.—The losses of a corporation or mu- 
nicipality operating a water-supply system or other public 
service utility enterprise are progressively increasing with the 
passage of years for each structure, fixture, or appliance con- 
stituting a part of its nonlanded and of some classes of its landed 
permanent properties. Expressed in mathematical terms, it 
is now a more or less accepted axiom of business management 
that the losses from depreciation for any given piece of property, 
or of the water-supply system as a whole, through a number 
of years constitute a geometrical series of which the loss of 
each year is a small percentage greater than that for the pre- 
ceding year, while the aggregate loss at the expiration of the 
life of such piece of property, or system, is equal to its initial 
cost, less its scrap value at the end of such useful life. The 
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line which would represent this progressive increase of loss is 
sometimes called a ‘‘sinking-fund curve,’ since it is used to 
represent graphically the progressive increase in the assets of 
a sinking fund whose resources are all kept invested at interest 
and into which is annually paid a fixed sum, and all its interest 
earnings are also added to the principal of the fund. 

Depreciation is neither actually nor relatively the same for 
any two establishments, even for the same industry. For this 
reason it is impossible to frame concise general rules for making 
allowances for depreciation which will not in their application 
be attended with a large margin of possible error. ‘To use such 
rules without causing errors, those employing them must have 
for each individual establishment exact data based upon in- 
spection, showing how far and in what respects its actual de- 
preciation differs from that of the average establishment of its 
class. For this reason a physical examination and appraisal of 
waterworks should be made every 10 years, or even more fre- 
quently, to provide the basis for an approximate estimate or 
statement of the annual loss chargeable as an expense to de- 
-preciation. In the absence of such exact data for each water- 
supply system, however, it is to be assumed that depreciation 
takes place according to the average life of the several parts 
of such system and of water-supply plants as a whole. 

Until further study and experience or a series of inspections 
and appraisals at fixed intervals furnish more accurate data, 
the average life of the various parts of the fixed properties of 
a water-supply enterprise may be assumed to be approximately 
as follows: For horses, carriages, automoblies, and laboratory 
apparatus and appliances, 10 years; water meters, service pipes, 
office furniture, and general operating equipment, 15 years; 
boilers, steam pipes, and filtration equipment, 20 years; en- 
gines, pumping machinery, and wood pipes, 25 years; masonry 
of filtration plant, cribs, iron water pipes, intakes and connec- 
tions, fire hydrants, standpipes, and buildings, 50 years; reser- 
voirs, tunnels, and aqueducts, 100 vears; and for the water- 
supply system as a whole, 50 years. All these approximations 
are subject to modification by reason of any unusual conditions 
which may shorten or prolong the life estimated above. ... 
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As outlined in these instructions for each and every part of the 
system, it may be assumed that the current depreciation for 
the system as a whole is approximately 2 per cent. of the origi- 
nal cost of the system. 


§ 405. Depreciation of overhead charges. 

In a majority of the recorded appraisals, overhead 
charges have not been depreciated in estimates of repro- 
‘ duction-cost-less-depreciation. It has been assumed that 
these elements do not depreciate with the structures. 
This theory is stated in an article on the Appraisal of the 
Seattle Telephone Companies for the Railroad Commis- 
sion of Washington, by Henry L. Gray, Engineer to the 
Commission. This is a valuation in a telephone rate case. 
Mr. Gray says: ® 


The annual depreciation in dollars was derived by applying 
the percentage of annual depreciation to the amounts estimated 
as necessary to reproduce the different elements of the plant. 
It should be noted that all indirect or loading charges, with the 
exception of contingencies, were considered as non-depreciating. 
It is admitted that such items as engineering, interest and 
brokers’ fees are as properly a part of the cost of the plant as 
is the cost of poles, wire and cable, but the expense of the for- 
mer items is practically all incurred during the construction 
period. If the plant should be permitted to become entirely 
worn out, then it would probably be necessary to again expend 
money to satisfy these indirect charges, but as the plant is 
maintained, and is earning money, it is fair to assume that the 
sums invested in engineering, supervision and organization 
expense, exchange right of way, interest during construction, 
and brokers’ fees remain intact as long as the plant is a going 
concern, and do not depreciate. In other words, depreciation 
affects only property which wears out, which becomes obso- 
lete or inadequate, and requires eventual replacement. As 
indirect items do not require replacement, they do not depreci- 


8 Engineering and Contracting, May 3, 1911, pp. 520-524. 
23 
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ate. It is not contended for an instant that it is unnecessary 
to expend money for such items after the plant becomes a 
going concern. The items under discussion are only those 
strictly chargeable to construction and not in any way con- 
nected with maintenance. Hence in the calculation of the 
annual depreciation in dollars, these indirect charges were 
omitted, and they were also considered as having a value of 
100 per cent. new in arriving at the depreciated value. 


The uniform practice of the Wisconsin Railroad Commis- 
sion in its public utility appraisals has been to depreciate 
overhead charges with the depreciable property. This 
rule was also followed in the Chicago street railway ap- 
praisals. In the appraisals made by the New York Public 
Service Commission for the First District interest and 
taxes during construction and promotion expenses have 
not been depreciated but all other overhead charges have 
been depreciated with the depreciable property. The 
Commission’s attitude on this subject is expressed in 
Re Metropolitan Street Railway Reorganization, 3 P. S. 
C. Ist D. (N. Y.) 113, 155, decided February 27, 1911. 
This case relates to capitalization after reorganization. 
In rejecting the applicant’s plan of estimating existing 
depreciation, the Commission says: 


The cost to be amortized does not include all items. General 
contractor’s profit, engineering, administration, etc., were 
omitted. But if these items are properly included in cost-to- 
reproduce-new, they should not be omitted from cost for amorti- 
zation purposes. If they are not necessary to the original con- 
struction of the property, they ought not to be included in 
cost for any purpose; but the applicants did so include them. 
It is clear that if they were charged to capital, and if the de- 
preciation fund covers only neé cost, then when replacements 
are made and their cost taken out of the fund, there will be no 
provision for overhead charges, and operating expenses will be 
unduly depleted or capital account inflated by duplicate charges 
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for these items. It is also clear that when a power station wears 
out or becomes obsolete or inadequate, the contractor’s charges 
for its construction, the money paid to engineers and architects, 
etc., do not represent anything of value, but have disappeared 
just as certainly as the physical parts themselves. 


In general overhead charges depreciate, though not 
necessarily in the same proportion as the physical prop- 
erties in the original creation of which they form a neces- 
sary part. Many of these charges are of such a general 
nature as to pertain not to any particular structure but to 
the system as a whole. They do not have to be repeated 
as the various parts and structures are replaced. Most 
of them would have to be repeated in case the entire plant 
or system should become obsolete. Possible total super- 
session of this kind however is not taken into account in 
estimating existing depreciation. 

Certain charges for engineering and supervision do 
have to be repeated upon the replacement of the particu- 
lar building or other structure and should therefore be 
included in the depreciable value and depreciated in the 
same degree as the structure itself. In so far as the con- 
tingency item represents incomplete inventories it should 
be subject to some depreciation, inasmuch as the unknown 
articles and structures it represents probably depreciate. 
This is true also of the allowance for accidents and losses 
that are as likely to occur on reconstruction as for original 
construction. In so far, however, as the contingency item 
represents loss due to changes in plans during construction 
and other losses that can not be avoided in original con- 
struction, but which can be avoided in any reconstruction, 
there should be no depreciation of the contingency item. 
As to contractor’s profit, it should doubtless be depre- 
ciated, as, generally speaking, if a contractor’s profit is a 
proper element of cost on original construction it is also 
@ proper element on reconstruction. Interest during con- 
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struction is for the most part an element of expense that 
will not have to be repeatéd except in case of a replace- 
ment of the entire plant and is therefore not subject to 
depreciation. In the case of buildings and other large 
structures, there will be an expense for interest during 
reconstruction and to this extent the general charge for 
interest during construction should be depreciated to 
arrive at present value. Practically all items of organiza- 
tion, promotion and development expense prior to the 
beginning of construction are permanent and not de- 
preciable. They do not have to be repeated on the re- 
placement of the various parts and structures. Admin- 
istration and legal expense during the construction period 
is an element that pertains chiefly to the entire plant and 
does not have to be repeated in the replacement of the 
particular parts. 


CHAPTER XVIII 


Cost-N ew v. Cost-Less-Depreciation 
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421. Importance of consideration that the entire initial capital can not be 
retained in the business. 

422. Deduction of depreciation necessary to secure uniform investment 
cost and uniform reasonable rate of charge. 

423. Unamortized depreciation. 

424. United States Supreme Court considers depreciation reserve in- 
vested in improvements, 1909. 

425. Cost-of-reproduction-new approved—Massachusetts appraisal of 
N,:¥.4, N. Hao H.R. R.,. 1911, 

426. Cost-of-reproduction-new approved—Appraisal of Chicago gas 
plant, 1911. 

427. Cost-of-reproduction-new approved—Wisconsin Railroad Commis- 
sion. 

428. Cost-of-reproduction-new approved—Columbus, Ohio, Electricity 

Rate Case, 1906. 

429. Cost-of-reproduction-new when depreciation is computed on sinking 
fund plan—New Jersey Commission, 1911. 

430. Deduction of existing depreciation necessitates allowance for annual 
depreciation—United States Circuit Court, 1908. 

431. Cost-of-reproduction-less-depreciation the approved rule. 

432. Oklahoma Supreme Court in Telephone Rate Case, 1911. 

433. Cost-of-reproduction-new rejected—New York Public Service Com- 
mission, First District. 


§ 420. Statement of problem. 
A fundamental question is whether cost shall be di- 
minished by an allowance for the existing depreciated 
condition of the property in determining value for rate 
purposes or public purchase. Is cost-new or cost-less- 
depreciation the most important factor in determining 
value? In a valuation for purposes of purchase there is 
little disagreement in holding that the depreciated condi- 
tion of the property must be considered in fixing value. 
Most such valuations have been based on cost-of-repro- 
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duction-less-depreciation. In rate cases there is some 
controversy over this point though the weight of authority 
is unquestionably in favor of allowing for depreciation in 
fixing the fair value for rate purposes. 


§ 421. Importance of consideration that the entire initial 
capital can not be retained in the business. 

In the above discussion the annual allowance for phys- 
ical depreciation has been referred to as something which 
must necessarily be used at some future date to make good 
such depreciation. This is the usual assumption but it is 
only partly true. In every complex operating system 
there must always exist a considerable percentage of 
existing physical depreciation. A public utility plant 
though continuously maintained in the best possible 
operating condition will show continuously a considerable 
percentage of depreciation. It has been stated that a 
street railway maintained in good operating condition 
will necessarily show a cost-less-depreciation of from 70% 
to 85% of the cost-new. This follows from the fact that 
renewals are being made continuously and at any given 
time only a small percentage of the depreciable property 
is in absolutely new condition. The depreciable property 
therefore shows a depreciation all the way from nothing 
up to 100% of the wearing value. It thus results that 
the property as a whole will have a present value consider- 
_ably less than cost-new. This is a normal and inevitable 
condition. A public utility plant does not and cannot 
retain in the business the same investment in depreciable 
property with which it starts. Recognizing this condition 
it seems that the proper thing for the company to do 
would be to promptly amortize a percentage of its initial 
capital equal to the percentage which the cost-less- 
depreciation of the property bears to the cost-new. This 
early depreciation which takes place while the new plant. 
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is settling down to a condition where it will show a normal 
permanent depreciation of say 15% is a proper charge to 
the earnings during this early period. But instead of 
being placed in a depreciation fund or reserve where it can 
never be used for the specific purpose intended, it should 
be used to amortize the capital. This 15% is no longer 
needed in the business. It is useless to impound it in a 
permanent depreciation fund. The obvious thing is to 
reduce the capital to the permanent requirements of the 
business. This is perhaps never done in American prac- 
tice, but what really amounts to the same thing is often 
done. The earnings which might be used to amortize this 
portion of the capital are in fact used for betterments and 
additions to the plant and thus the same result is reached 
as if the earnings had actually been used to amortize 
capital and new securities had been sold to cover the cost 
of the betterments and additions. It seems clear there- 
fore that this normal amount of permanent depreciation 
should be deducted from cost-new in fixing fair value for 
rate purposes. It is also clear that the annual deductions 
to meet this accruing normal amount of depreciation 
should. be paid in full and not as payments to a sinking 
fund. 


§ 422. Deduction of depreciation necessary to secure uni- 
form investment cost and uniform reasonable rate of 
charge. 

There is another consideration that leads also to the 
conclusion that existing depreciation should be deducted 
in a valuation for rate purposes. A public utility service 
is assumed to be continuous. The service can only be 
rendered by constructing plants, the parts of which will 
inevitably deteriorate with age and use and have to be 
reconstructed from time to time. There must always be 
a start with a new plant and there will always exist a 
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certain percentage of deterioration in the old plant. As 


the process is continuous the investment cost must be — 


assumed to be continuous. At first thought it might seem 
that a uniform investment cost could only be secured by 
assuming a uniform capital value. This would indeed 
secure a uniform charge for interest and profits but not 
a uniform total investment cost. The investment cost is 
not simply interest and profits on the actual investment 
in physical property but it includes all costs for repairs, 
renewals and replacements necessary to keep such prop- 
erty in good working order. Average annual expenditures 
for repairs, renewals and replacements are greater in an 
old street railway system than in a new system. In order 
to equalize this increase in the investment cost there must 
be a corresponding decrease in the annual charge for 
interest and profits. In other words the investment must 
be reduced. This is done with equity to the investor by 
using the savings of the earlier years due to smaller ex- 
-penditures for repairs, renewals and replacements to 
amortize the investment, 7. e., to return: to the investors a 
portion of their original investment. 

The fact that rates of charge are based on a fair return 
on the depreciated value of the old plant does not mean 
that rates will or can be reduced on account of this de- 
preciation in value. It does not mean that the rates 
established as reasonable for a new plant may be reduced 
as soon as the plant becomes worn. But the depreciated 
value is taken because with the increased expenditures for 
repairs, renewals and replacements, rates of charge would 
otherwise have to be increased. The only way that this 
is avoided is by a reduction in the capital value and con- 
sequently in the charge for interest and profits, sufficient 
to offset these increased expenditures. In this way the 
investment cost is made uniform and likewise the reason- 
able rate of charge. 
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§ 423. Unamortized depreciation. 

The preceding sections relate to that permanent normal 
amount of depreciation in a long established plant that 
~ ean best be provided for by amortization. In so far, how- 
ever, aS expenditures for repairs, renewals and replace- 
ments are still subject to occasional large increases over 
the normal, the average condition of the entire plant as to 
wear and age still fluctuates with the age of the large 
units that have prevented a complete equalization of 
expenditures. But in a valuation for rate purposes it is 
not necessary that fair value should follow these fluctua- 
tions in average condition as to age and wear in order that 
a correct result shall be reached. A decrease in the annual 
allowance for depreciation may offset a failure to reduce 
fair value in so far as the effect upon the consumer is 
concerned in a valuation for rate purposes. If deprecia- 
tion is allowed on a sinking fund basis, this is substan- 
tially what happens. The capital value does not fluctuate 
with the accruing deterioration but the annual deprecia- 
tion allowance is-evened up in such a way as to give the 
lowest uniform investment, cost for interest, profits and 
depreciation that can be obtained. 

It results, therefore, that applying the uniform invest- 
ment cost theory in a valuation for rate purposes, the 
cost-new will be depreciated by the amount of the invest- 
ment that should have been amortized under this theory; 
but that portion of accrued age and wear that is to be made 
good out of the accumulations of a sinking fund will not 
be deducted from the fair value for rate purposes. 


§ 424. United States Supreme Court considers depreciation 
reserve invested in improvements, 1909. 

In Louisiana Railroad Commission v. Cumberland Tele- 

phone and Telegraph Company, 212 U. 8. 414, 29 Sup. Ct. 

357, 53 L. ed 577, decided February 23, 1909, the Supreme 
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Court of the United States apparently takes the ground 
that extensions or improvements constructed from the pro- 
ceeds of the reserve set aside for depreciation are not to be 
included in the fair value for rate purposes. It is not 
clear, however, whether in this case the basis of fair value 
was the actual cost, book cost, cost-of-reproduction or 
cost-of-reproduction-less-depreciation. Justice Peckham 
says (at pages 424, 425, 427): 


It was obligatory upon the complainant to show that no part 
of the money raised to pay for depreciation was added to ecapi- 
tal, upon which a return was to be made to stockholders in 
the way of dividends for the future. It cannot be left to con- 
jecture, but the burden rests with the complainant to show it. 
It certainly was not proper for the complainant to take the 
money, or any portion of it, which it received as a result of the 
rates under which it was operating, and so to use it, or any part 
of it, as to permit the company to add it to its capital account, 
upon which it was paying dividends to shareholders. If that 
were allowable, it would be collecting money to pay for depre- 
ciation of the property, and, having collected it, to use it in 
another way, upon which the complainant would obtain a re- 
turn and distribute it to its stockholders. That it was right 
to raise more money to pay for depreciation than was actually 
disbursed for the particular year there can be no doubt, for 
a reserve is necessary in any business of this kind, and so it 
might accumulate, but to raise more than money enough for 
the purpose and place the balance to the credit of capital upon 
which to pay dividends cannot be proper treatment. ... We 
are not considering a case where there are surplus earnings 
after providing for a depreciation fund, and the surplus is 
invested in extensions and additions. We can deal with such 
a case when it arises. ... But the burden, as we have said, 
rests with the complainant to prove its case, and it has not 
performed its obligation when this fact as to the disposal of 
the so-called depreciation fund is left so wholly in doubt. 
What is the amount reserved for payments for depreciation? 
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‘What, if any of it, has been carried into capital? How much 
of the floating debt would carry interest which might be charged 
as against the amount of the depreciation fund actually used 
for extensions and additions and charged to capital? All these 
are questions not answered by the evidence in the case, and 
which should be made as clear as possible before an attempt 
ought to be made to answer the question as to rates. The 
whole case should, therefore, be opened, so that both sides can, 
on a new trial, bring out all the material facts upon which a 
decision can finally be based. 


This case is not very clear. It seems to point to a treat- 
ment of the depreciation reserve as belonging equitably 
to the business and not subject to diversion in any way to 
the stockholders in case it is not needed for the purpose for 
which it was established. If invested in improvements or 
extensions it serves in effect to amortize a portion of the 
fair value for rate purposes. 


§ 425. Cost-of-reproduction-new approved— Massachusetts 
appraisal of N. Y.. N. H. & H. R. R., 1911. 

In order to ascertain the relation of existing capitaliza- 
tion to property value, a Massachusetts Joint Board had 
an appraisal made of the property of the New York, New 
Haven and Hartford Railroad. George F. Swain, the 
engineer in charge of this appraisal, discusses the depre- 
ciation question as follows (at page 67): 1 


It may be mentioned, however, that even in the case of such 
elements as those just referred to, that is to say, those which 
constitute an important fraction of the original plant, it may 
be argued with some force that a depreciation fund is not nec- 
essary, and that the cost of reproduction new is the proper 


1 Report to the Joint Board on the validation of assets and liabilities of 
the New York, New Haven & Hartford Railroad under Chapter 652, 
Acts of 1910, by George F. Swain, Engineer in Charge. Published in Re- 
port of the Massachusetts Joint Commission on the New York, New 
Haven & Hartford Railroad Company, February 15, 1911, pages 51-154. 
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basis in justifying capitalization, provided it is definitely re- 
quired by law that renewals of these large items must be made 
out of earnings. For a depreciation fund must be set aside 
and deposited in some repository for safe keeping, to be used 
when occasion demands. Why, then, should it not be dis- 
tributed to stockholders, they forming the repository, but being 
under obligation to furnish the money when the demand arises; 
that is to say, to replace the element in question out of earn- 
ings, even if it should require a reduction, or a suspension of 
dividends, or even an assessment? Such a contention seems 
strictly logical. The only objection to it in practice is that 
it would obscure the real condition of the company from the 
knowledge of the public, and, indeed, of all except those inti- 
mately acquainted with the details of its physical and financial 
condition. In the interest, therefore, not of logical consistency 
but of publicity, and for the protection of investors, it is un- 
questionably wise to set up a depreciation fund in such cases, 
and to take depreciated values in the physical valuation. 

If, then, the company is to keep its railroad as good as new, 
so far as operating is concerned, or perhaps in view of what 
has previously been adduced better than new, charging the 
cost of repairs and renewals in kind to operating expenses, 
it certainly ought to be allowed a capital corresponding, and 
to charge rates sufficient to allow of such repairs and renewals. 
It is the duty of the railroad company to maintain this property 
practically as good as new, and the State has power to compel 
the owners of the property to do so. Portions which are worn 
out must be replaced out of operating expenses, and for pur- 
poses of operation the property is always as good as new. If, 
therefore, the valuation is for the purpose of justifying rates 
or capital, 100 per cent. valuation should be taken. 

From the above discussion it would appear that the phys- 
ical valuation, either for purposes of justifying rates or capitali- 
zation, should fairly allow the appreciated value of real estate 
and any other elements which have appreciated, without a 
corresponding allowance for depreciation of elements which 
have depreciated, provided the property is maintained in good 
condition. 
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§ 426. Cost-of-reproduction-new approved eae of Chi- 
cago gas plant, 1911. 

William J. Hagenah, in his valuation of the People’s Gas 
Light & Coke Company of Chicago for rate purposes, 
April 17, 1911, prepared for a committee of the Chicago 
City Council, takes cost-new as the value of the physical 
property for rate purposes rather than cost-of-reproduc- 
tion-less-depreciation. He found the cost-new of the 
physical property to be $49,023,947 and the existing de- 
preciation to be $6,786,538. The company had a specific 
reserve of $1,617,095 for depreciation. Mr. Hagenah 
states that while this amount is inadequate, still the spe- 
cific reserve allotted to depreciation is largely a book- 
keeping transaction and as it possessed other funds from 
which amounts could be transferred by book entry to 
depreciation reserve when occasion required, the com- 
pany should be assumed to have a fund adequate to meet 
existing depreciation and that therefore the value-new 
rather than the depreciated value should be used. Mr. 
Hagenah says (at page 40): 


_ The difference between the reproduction cost new of the 
physical property and its present value is $6,786,538, which 
represents the estimated depreciations through wear and tear 
and obsolescence. . . . The rate of return to which the in- 
vestor is entitled should be applied on the fair present value 
of the property. If the property has depreciated, and no al- 
lowance has been made to restore the capital so consumed, the 
rate of return must apply on the depreciated value of the plant 
instead of on the cost new. . . . The company in this case has 
charged operating expenses annually with an amount which 
it deemed sufficient to offset the depreciation. ... The re- 
serve for depreciation on December 31, 1909, as shown by the 
company’s books, was $1,617,095. In some respects, the amount 
shown to the credit of such a specific reserve is largely a book- | 
keeping transaction, the important consideration in each in- 
tance being whether the company actually possesses property 
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which, if not set aside for specific depreciation purposes, could 
be set aside without doing violence to any other obligation. 
This is believed to be the situation here. . . . Its earnings 
have exceeded, by a liberal margin, all necessary requirements, 
but instead of creating a reserve for depreciation sufficiently 
large to represent the estimated depreciation of the property, 
such surplus earnings have been placed to the credit of other 
accounts from which they may be transferred by book entry to 
the depreciation reserve when occasion requires. ... Since 
such assets are ample in amount, the value of the physical prop- 
erty through the addition of these amounts is considered on the 
basis of its cost new. 


§ 427. Cost-of-reproduction-new approved—Wisconsin Rail- 
road Commission. 
In City of Whitewater v. Whitewater Electric Light 
Company, 6 W. R. C. R. 132, 138, decided December 16, 
1910, the Wisconsin Railroad Commission says: 


As it is a general rule that the reasonable return which a 
utility is allowed to earn covers interest and depreciation on 
the actual investment in the plant, it becomes important to 
know what the investment in the plant actually is, that is, 
what is the value of the plant new. The fact that the property 
of the utility has diminished in value with use, as the inevit- 
able result of depreciation, does not lessen the amount of the 
investment in the plant. To be sure, it may happen in the 
case of a given utility that money which should have gone to 
the establishment of a depreciation fund has been diverted to 
the stockholders, thereby apparently lessening their investment. 
If an amount equal to the difference between the value of the 
plant new and the value in present condition is thus paid over 
to stockholders, it would appear, at first sight, that the value 
of the plant in present condition would be the basis on which 
interest returns should be allowed. But it must not be forgotten 
that at the expiration of the life of the plant if the money which 
should have been used to provide for depreciation has been 
paid to stockholders in the form of dividends or otherwise, the 
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value of the plant will be nothing. Then, instead of the utility 
having a-depreciation fund on which to draw to replace the 
plant, the owners will find it necessary to pay the cost of re- 
placement, presumably from the money which they have re- 
ceived from the plant, but which should have been used to 
provide a depreciation fund. 

The investment in the plant, then, must, in general, be taken 
as the cost of the plant new, since although the investment 
may apparently be diminished by failure to provide for depre- 
ciation and by the payment of this money to owners or stock- 
holders, in reality the investment is not diminished, because 
of the necessity of replacing the plant, in the absence of a de- 
preciation fund, from the property of owners or stockholders. 

Therefore it appears that the question of valuation, which 
is of most importance in this case, is that of cost of the plant 
new, or the actual value of the total investment in the plant. 


Cost-of-reproduction-new rather than present value is 
also used as the basis for rate making by the Wisconsin 
Railroad Commission in City of Racine v. Racine Gas 
Light Company, 6 W. R. C. R. 228, 284, decided Jan- 
uary 27, 1911. In this case the cost-of-reproduction-new 
as of June 30, 1910, was $986,290 and the present value 
or cost-of-reproduction-less-depreciation was $907,062. 
There was no allowance in this case for going value or the 
cost of establishing the business as the Commission found 
that the earnings had been sufficient to pay such costs out 
of operating expenses. In a number of earlier rate cases 
that came before the Wisconsin Railroad Commission, 
cost-of-reproduction-new or original-cost-plus-improve- 
ments rather than cost-less-depreciation was the control- 
ling factor in fixing fair value. But in a discussion of 
general principles in Hill v. Antigo Water Company, 3 
W. R. C. R. 623, decided August 3, 1909, the Commission 
indicated that under certain conditions it would take an 
opposite view (at page 640): 
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While the cost of reproduction new is thus ordinarily one 
of the important, if not the most important, elements that 
enter into that valuation upon which the earnings should be 
based, there may also be instances when the cost of repro- 
duction new, less depreciation, which, as stated, represents the 
present value of public utilities, may bear a close relation to 
the valuation in question. This may apply with special force 
to plants the rates of which have, on the whole, been ample to 
cover operating expenses, including depreciation, and a fair 
amount for interest and profits, but in which cases the amount 
collected for the depreciation has not been set aside or used 
for the purposes for which it was collected, but, on the contrary, 
has, in one form or another, been distributed among the stock- 
holders. . . . If the stockholders, instead of keeping up the 
plant, have appropriated for their own use the money contrib- 
uted by the consumers for this purpose, the amount so appro- 
priated should either be returned to the depreciation fund or 
deducted from the valuation upon which the rates are based. 


This opinion written in 1909 is apparently reversed in 


1910, in Whitewater v. Whitewater Electric Light Co. 


quoted above. The Commission’s real position in this 
matter is however rendered still more obscure by certain 
statements in City of Janesville v. Janesville Water Com- 
pany, 7 W. R. C. R. 628, 641, decided August 17, 1911 
(quoted below § 605). It seems to be true that in almost 
all cases the fair value fixed by the Commission has in 
fact been not very far from cost-of-reproduction-new. 
(See below § 612.) 


§ 428. Cost-of-reproduction-new approved—Columbus, Ohio, 
Electricity Rate Case, 1906. 

In Columbus Railway and Light Company »v. City of 
Columbus the special master apparently took the ground 
that in fixing fair value for rate purposes no deduction 
should be made for ordinary depreciation. If a plant or 
structure was 100% efficient, it should be included at 
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eost-to-reproduce-new. No deductions should be made 
except in the case of actually existing, partial or complete 
obsolescence or inadequacy. He says (at page 42): ? 


Both of the above witnesses in testifying as to replacement 
values arrived at their figures in practically the same way, and 
by the same method of examination, and practically fixed the 
replacement value upon the basis of the cost of new machinery 
fitted to do the work of complainant, and as a general rule, of 
the same type, excluding, however, the inoperative and obsolete 
portion of the Broad Street station. 

Mr. Wigg further estimates that this replacement value should 
be decreased by about $240,000 for depreciation in view of 
the fact that some of the parts appear to have been used for 
some time, and are not of original value. 

Mr. Barstow places no figure upon the amount he would 
deduct for such depreciation, nor did he make any specific re- 
duction on that account as he figured entirely upon sigan 
ment values. 

While it is undoubtedly true that there would be a difference 
' between the replacement value so fixed if the machinery were 
all new, and the valuation of the machinery as depreciated by 
more or less use, yet in fixing the replacement cost as one of 
the elements at which to arrive at a fair valuation of the prop- 
erty, neither the cost new nor the cost as worn is necessarily to 
be taken as conclusive. Probably a fair statement would be 
that the physical value of the plant is its value as a performing 
plant for the purposes for which it was designed. 


§ 429. Cost-of-reproduction-new when depreciation is com- 
puted on sinking fund plan—New Jersey Commission, 
1911. 

In Re Salem Gas Light Company, decided November 8, 
1911, involves rates charged for gas. The New Jersey 
Public Utility Commission fixed the cost of reproduction 

2 Columbus Railway and Light Company v. City of Columbus, no. 1206, 


in equity, Circuit Court of the United States, Southern District of Ohio, 
Eastern Division, Report of Special Master T. P. Linn, June 8, 1906. This 


24 
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new at $98,000. No appraisal was made of the existing 
depreciation but the Commission assumed that on the 
theory used in the Cleveland Street Railway Franchise 
Agreement the accrued depreciation would amount to 
30%. The Commission does not state why it concludes 
that the accrued depreciation for this gas property should 
be the same as the fixed or normal amount of depreciation 
for a street railway property. Cost of reproduction new 
plus working capital is taken as the fair value of the plant 
for rate purposes. In as much as the annual allowance for 
depreciation is computed on the sinking fund basis, the 
Commission concludes that it would be improper to base 
the return on the depreciated value of the property. The 
Commission says: 


The first point to determine is the amount on which the com- 
pany is entitled to earn a return. We have seen above that 
the cost to reproduce the property is approximately $98,000. 
With the exception of a sum of $4,538.33, which is invested in 
outside securities, there is no depreciation fund. Asnoted above, 
however, extensions have been made from income to the value 
of $24,000. On the theory proposed in the Cleveland Street 
Railway Franchise Agreement, the accrued depreciation amounts 
to 30 per cent. of the cost of the physical property. Applying 
this theory, the accrued depreciation would amount to 30 per 
cent. of $98,000, or approximately $29,400, which should be 
carried on the books as a depreciation reserve, and deducted 
from the amount carried as surplus. 

Considering the fact, however, that the depreciation in Table 
III is computed in a way which requires that interest be earned 
upon this reserve, the company is reasonably entitled to a re- 
turn upon the cost of plant and working capital amounting to 
a total of $102,614. 


is an application for an injunction against the enforcement of a city ordi- 
nance reducing electricity rates. The special master reported in favor of 
a permanent injunction and his report was approved by the court without 
opinion. 
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However, before dividends are declared, an amount equal 
to 5 per cent. upon the depreciation fund invested in extensions 
of plant must also be set aside from the net earnings to the 
credit of the reserve. 


§ 430. Deduction of existing depreciation necessitates al- 
lowance for annual depreciation—United States Circuit 
Court, 1908. 

In San Joaquin & Kings R. C. & I. Co. v. Stanislaus 
County, 163 Fed. 567, 572, decided June 29, 1908, a pre- 
liminary injunction is granted against charges for irriga- 
tion as fixed by the boards of supervisors. Circuit Judge 
Morrow argues that if existing depreciation is deducted 
from cost of reproduction in order to determine fair value, 
there must certainly be an annual allowance for deprecia- 
tion in determining income available for interest and 
profits. He says (at page 572): 


_ The cost of the material and work is stated as being 
$413,306.32, but from this sum the engineer deducts $77,849.70 
for deterioration in the value of materials. For deterioration 
in lumber, carpenter work, nails, and iron he deducts $47,849.70, 
and for deterioration in earthwork he deducts $30,000, making 
a total of $77,849.70, leaving complainant’s plant useful for 
Stanislaus County valued at $335,456.62. Whether there is 
‘such a deterioration in the value of the plant is an issue that 
cannot be determined upon affidavits, and need not be de- 
termined upon this hearing, as the estimate of value made by 
the board of supervisors of Stanislaus county has taken this 
deterioration into account and is the net valuation after deduct- 
ing for deterioration that enters into the total valuation of the 
whole plant at $1,201,706.32 for the three counties, and upon 
which the rates fixed yield the complainant an income of only 
3.67 per cent. per annum. But if we admit the claim of de- 
terioration, it has this aspect to be considered: That if a deduc- 
tion is to be made from the value of the plant on this account, 
then an allowance should be made for such deduction and added 
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to the annual income, to enable the complainant to renew and 
reconstruct so as to preserve the integrity of the plant. If 
this is not done, and the deterioration continues from year to 
year, as it will, and the rates are reduced accordingly each 
year, both will eventually decline to a vanishing point. For 
example, suppose the value of the plant last year was $1,000,000, 
and the rates fixed yield a net income of 6 per cent., or $60,000, 
without any allowance whatever for deterioration. The value 
of the plant this year is $1,000,000, less a deduction for de- 
terioration of, say, 5 per cent., or $50,000. Deducting that 
amount from $1,000,000, we have $950,000 as the value of the 
plant upon which the income of 6 per cent., or $57,000, is to be 
allowed. If this method of deducting for deterioration from 
year to year be carried on long enough without any provisions 
being made for renewal or reconstruction, the plant and its 
income will, of course, eventually disappear. To avoid this 
result’ there should be a reasonable provision for renewal or 
reconstruction work, such as is now always provided for in the 
operation of any well-conducted manufacturing plant, and 
‘sanctioned by the courts in determining the reasonableness 
of rates fixed by public service corporations. 


§ 431. Cost-of-reproduction-less-depreciation the approved 
rule. | 

In most of the leading rate and valuation cases, while 
the cost-of-reproduction-new has usually been considered, , 
it has been the cost-of-reproduction-less-depreciation that 
has been the controlling factor. This rule is laid down in 
the most unmistakable manner by the Supreme Court of 
the United States in Knoxville v. Water Co., decided 
January 4, 1909. Justice Moody in delivering the opinion 
of the court says: ° 


The value of the tangible property found by the master is, 
of course, $608,000 lessened by $70,000, the value attributed to 


3 Knoxville v. Water Company, 212 U. S. 1, 29 Sup. Ct. 148, 53 L. ed. 
371, January 4, 1909. 
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the intangible property, making $538,000. This valuation was 
determined by the master by ascertaining what it would cost, 
at the date of the ordinance, to reproduce the existing plant 
as a new plant. The cost of reproduction is one way of ascer- 
taining the present value of a plant like that of awater company, 
but that test would lead to obviously incorrect results, if the 
cost of reproduction is not diminished by the depreciation which 
‘has come from age and use. The company contends that the 
master, in fixing upon the valuation of the tangible property, 
did make an allowance for depreciation, but we are unable to 
agree to this. The master nowhere says that he made allowance 
for depreciation and the language of his report is inconsistent 
with such a reduction. The figures which he adopts are those 
of a “fair contractor’s price.’ The basis of his calculation 
was the testimony of an opinion witness called by the company. 
That witness submitted a table, which avowedly showed the 
cost of reproduction, without allowance for depreciation. The 
values testified to by him were adopted by the master in the 
great majority of cases. The witness’s valuation of the tangible 
property was somewhat reduced by the master, but the reduc- 
tions were not based upon the theory of depreciation, but upon 
a difference of opinion as to the reproduction cost. The cost 
of reproduction is not always a fair measure of the present value 
of a plant which has been in use for many years. The items 
composing the plant depreciate in value from year to year in 
a varying degree. Some pieces of property, like real estate for 
instance, depreciate not at all, and sometimes, on the other 
hand, appreciate in value. But the reservoirs, the mains, 
the surface pipes, structures upon real estate, stand pipes, 
pumps, boilers, meters, tools and appliances of every kind 
begin to depreciate with more or less rapidity from the moment 
of their first use. It is not easy to fix at any given time the 
amount of depreciation of a plant whose component parts are of 
different ages with different expectations of life. But it is clear 
that some substantial allowance for depreciation ought to have 
been made in this case. The officers of the company, alio in- 
tutu, estimated what they called “incomplete depreciation” 
of this plant (which we understand to be the depreciation :of 
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the surviving parts of it still in use) at $77,000, which is 14 
per cent. of the master’s appraisement of the tangible property. 
A witness called by the city placed the reproduction value of 
the tangible property at $363,000, and estimated the allowance 
that should be made for depreciation at $118,000, or 32 per 
cent. In the view we take of the case it is not necessary that 
we should undertake the difficult task of determining exactly 
how much the master’s valuation of the tangible property ought 
to have been diminished by the depreciation which that prop- 
erty had undergone. It is enough to say that there should have 
been a considerable diminution, sufficient at least to raise the 
net income found by the court above 6 per cent. upon the 
whole valuation thus diminished. If, for instance, the master’s 
valuation should be diminished by $50,000, allowed for depre- 
ciation, the net earnings found by him would show a return of 
substantially 6.5 per cent. 


From the discussion of depreciation by the special 
master and the circuit court in this case it is clear that no 
allowance had been made for ordinary physical deprecia- 
tion and that it is the lack of such allowance which 
Justice Moody criticises in the above quotation. Circuit 
Judge Clark in his decision reviewing the master’s report 
says: * 


A subject which has received most serious and extended at- 
tention and discussion on both sides, is that of depreciation, 
both culminated or completed depreciation and incomplete de- 
preciation. If a particular part of the water plant, as origi- 
nally constructed, in consequence of the growth of the city, or 
necessary changes in the operation of the plant, or in conse- 
quence of deterioration from natural causes of wear and tear, 
has become unsuitable and has been taken out and completely 
abandoned to the category of scrap material, or scrap iron, this 
is treated as culminated or completed depreciation, and its cost 


4 Knoxville Water Co. v. City of Knoxville, no. 1260, in equity, Cir- 
cuit Court of the United States, Eastern District of Tennessee, Northern 
Division, Opinion of Circuit Judge Clark, January 24, 1905. 
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or value as completely gone out of the plant. Non-completed 
depreciation is where, in consequence of wear and tear from 
natural causes, parts of the plant are undergoing injury and are 
on the way to complete destruction, but are still in use. The 
depreciation which the evidence establishes in this case, and 
about which parties are substantially agreed were: culmi- 
nated depreciation $95,987.04, and incomplete depreciation 
$77,726.51. The plaintiff figures upon the amount of the 
culminated depreciation which has not been repaid, by rates 
or otherwise, what is called the “accretion of interest,’’ amount- 
ing to $11,028.64. The first named sum is treated as arrears of 
depreciation, and the second as non-completed depreciation in 
such parts of the plant as are still in use, although they are 
sound enough for use, but not as good as new, on account of the 
time during which they have been in use and have been subject 
to damage from natural causes. 


The master had based his valuation squarely on cost-of- 
reproduction-new.° The Supreme Court clearly rejects 
this theory and holds that there must be a deduction for 
ordinary deterioration due to wear and age. 


§ 432. Oklahoma Supreme Court in Telephone Rate Case, 
1911. | 

The case of Pioneer Telephone and Telegraph Company 
v. Westenhaver, 118 Pac. 354, decided January 10, 1911, 
involves the valuation of a telephone plant for rate pur- 
poses. In fixing the rates the Oklahoma Corporation 
Commission used cost-of-reproduction-new. The Su- 
preme Court while declaring the rates void on other 
grounds held that fair value should have been based on 
cost-of-reproduction-less-depreciation. The court says (at 
page 358): 


5 Knoxville Water Co. v. City of Knoxville, no. 1260, in equity, Cir- 
cuit Court of the United States, Eastern District of Tennessee, Northern 
Division, Report of Henry O. Ewing, Special Master, August 19, 1904. 
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While the Commission, in disallowing these items in arriving 
at the present value of appellant’s plant, committed error prej- 
udicial to appellant, such error, we think, is offset by an omis- 
sion of the Commission which operates against appellees and 
the public. In finding the present value of the physical prop- 
erties of the plant, the Commission treats the reproductive 
value of such properties new as the present value. But the 
physical properties of this plant are not new. Some parts of 
the same have been used for several years. It is true that a 
large portion of the same has been used only for periods of 
one and two years at the time of the hearing, but, as established 
by appellant’s evidence, which we shall consider later, every 
year there is a depreciation in the physical properties of the 
plant that is not, and cannot be, taken care of by current re- 
pair, and, although some of the physical units have been used 
only for a brief time, such use brings about a depreciation; and 
the reproductive value new of such physical units represents 
the present value only when there is deducted therefrom the 
amount of annual depreciation. Knoxville v. Knoxville Water 
Co, 212 U. S.l, 


§ 433. Cost-of-reproduction-new rejected—New York Public 
Service Commission, First District. 

In the various rate cases coming before the New York 
Public Service Commission for the First District the cost- 
of-reproduction-less-depreciation has been the most im- 
portant factor in fixing fair value. Re Metropolitan 
Street Railway Reorganization, 3 P. 8. C. Ist D. (N. Y.) 
118, 147, decided February 27, 1912, involves the deter- 
mination of present fair value in connection with amor- 
tization conditions attached to an approval of security 
issues subsequent to reorganization. In the opinion in this 
case the Commission discusses at length the necessity of 
deducting depreciation from cost-new. The Commission 
says (at page 147): 


Thus far we have been concerned with the cost to reproduce 


ele ia 
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_ certain physical property as if it were entirely new. But that 
property is not new. Certain parts are practically new, but by 
far the greater proportion has been in use several years, and 
some of it is dilapidated, badly worn, obsolete and in need of 
replacement. Nevertheless, the applicants maintain that no 
deduction should be made because of this fact and that the 
present value of the property is at least equal to its cost when 
new. . .°. | 

The property is just as valuable to the public whom it serves 
as though it were absolutely new, for it is now operating at a 
high degree of efficiency; and it is just as profitable to its owners, 
for it is earning just as much, as a company could which has 
the same property absolutely new. And from its earnings 
will be replaced its parts as they economically require replace- 
ment in the future, as parts have been likewise replaced in 
the past. 

As a matter of fact, replacements have not always been made 
out of earnings in the past; but passing that by for the moment, 
the argument is threefold. The property is claimed to have 
a value as great as when new because— 

(1) It serves the public as efficiently as when new; 

(2) It earns as much as new property; 

(3) It will be replaced out of earnings when replacement 
becomes necessary. 

In the first place, it is doubtful whether the public gets as 
good service from old plant as from new. Personal observa- 
tion indicates that a new property—new cars, new track and 
new paving—would give better service to the public. An as- 
sertion that the public is getting the best possible service from 
the horse car lines cannot be seriously considered. 

It is also very doubtful whether the property earns as much 
as new property. Obviously, the applicants must refer to net 
income—what remains after all operating expenses have been 
paid, including repairs, maintenance, depreciation and taxes, 
for the statement would be of little importance if reference 
were made to gross earnings. It must also be assumed that 
other factors are constant and do not affect the results. Ordi- 
narily, the net earnings of a new system are less than those of 
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the same system after it has been in operation several years, | 
because traffic increases, and as traffic increases the cost per 
unit of service decreases and net earnings increase. But if 
such conditions remained unchanged, the cost of performing the 
same amount and kind of service would increase. Repairs 
increase with age; machinery works less efficiently after con- 
siderable use; worn rails and joints affect the cars. The sub- 
stitution of new equipment upon certain lines of the Metro- 
politan and Third Avenue systems brought down the cost of 
car operation. As the cars grow older, the cost must increase 
unless offset by other factors. .. . 

But suppose we assume that a street railway system that is 
not new does serve the public as efficiently as when new, that 
it earns as much and that replacements will be made out of 
current income. Does it follow that the property is as valuable 
as when new, and that its fair value is its original cost? 

Present efficiency should not be confused with value, and 
the character of service being rendered does not determine value. 
It is rather the amount of service remaining or the length of 
term that a thing will continue to operate efficiently. For ex- 
ample, take a street car which we will say, with ordinary usage 
and good management, will last twenty years. Assume that 
it has been operated ten years and kept in first class condition 
so that it is giving good service. Nevertheless, that car is not 
worth as much to a purchaser or to a manager as a car that is 
one year old, and largely for the reason that a car that is ten 
years old has a remaining life of only ten years, and that in 
those ten years the manager must accumulate a sufficient fund 
out of earnings to replace that car. In the case of the one-year- 
old car, he has nineteen years in which to accumulate a fund 
equal to its cost; in the case of the ten-year-old car, only ten 
years. Again, in case of a dynamo which must be replaced in 
two or three years because worn out or near the end of its use- 
fulness, as compared with a dynamo recently installed, it be- 
comes quite apparent that the former, because it is nearer the 
time when it must be removed, is clearly not worth as much 
as the new dynamo which has just been installed. Even the 
scissors grinder who may be unfamiliar with economic sophis- 
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tries knows that a stone worn to one-half its original diameter 
is not worth full price. One may argue that it has had good 
care, that the bearings have been well lubricated, that it will 
sharpen shears as efficiently as a new stone, and that the pur- 
chaser will be able to replace it when it is worn out, but he 
can convince no grinder that it is worth as much as a new stone. 
There is no magic about street railway operation that differ- 
entiates cars, track, buildings, etc., from ordinary property, 
and everyone knows that practically all mechanical devices 
decrease in value with age. To accept the theory of the appli- 
cants requires that one believe that property has full value up 
to the very moment it disappears, and then instantly drops to 
zero. 

Further, if parts of an undertaking deteriorate and decrease 
in value, the whole undertaking will not have a value equal 
to its original cost unless all of the parts are new. Replacement 
of parts—that is, cars, track, boilers, engines, etc.—as they 
need replacement will not keep the property as valuable as 
when new unless the parts are all replaced at once, which is 
practically impossible. The only way to determine what is 
the value of the whole undertaking is to examine its various 
constituent parts and determine their value, having regard 
for all of the factors. 


Re Third Avenue Railroad Reorganization Plan, 2 P. S. 
C. lst D. (N. Y.) —, decided July 29, 1910, is also a capi- 
talization case. In delivering the opinion of the Com- 
mission in this case Commissioner Maltbie speaks of the 
effect of depreciation on value as follows: 


It is also argued by the applicants that a plant, which is in 
first class operating condition, although its cars may be some- 
what old, its rails worn and its machinery aged, is worth as 
much from an operating point of view as a plant which is prac- 
tically new throughout. They doubtless mean that such a 
plant can earn as much as one which is practically new and 
represents in value 100 per cent. of its cost of reproduction. . . . 

It may be that from a gross earnings point of view a system 
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whose present value is equal to 75 or 80 per cent. of its cost to 
reproduce new is nearly equivalent to a system whose present 
value is 100 per cent. of its cost to reproduce new; but there 
are several considerations which prevent the complete accep- 
tance of this theory when applied to net earnings. The cost of 
maintenance and repairs is less when a road is entirely new 
than when it is 75 per cent: new. Plant and equipment become 
less efficient with age. But most important of all, the period 
is shortened within which provision must be made out of earn- 
ings for renewals, replacements and reconstruction. ... It 
was admitted by witness Floy that an old road could not be 
sold for as much as a new road, and that is practically the 
question at issue here, for the property of the old company is 
to be acquired by purchase by the new company. 
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§ 450. Definition. 

- Functional depreciation has already been defined 
(above, § 391) as lack of adaptation to function, It re- 
sults from changed conditions and surroundings which 
render the structure ill adapted to its work. It may be 
due to the growth of business which renders the structure 
inadequate or to the development of the art which renders 
it obsolete. The replacement of structures that have 
become ill adapted to their work is termed supersession. 

[381 ] 


Functional Depreciation 
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Supersession is the discarding of a thing before it is worn 
out. The thing discarded may have become inadequate 
to meet the demand for increased service or have become 
obsolete owing to the discovery of better or cheaper 
methods. 


§ 451. Ordinary functional depreciation. i 

The approaching inadequacy of an existing distribution 
system or other facility can usually be foreseen and pro- 
vided for by means of a reserve fund. Changes in the art 
that will render some particular motor or other part of the 
equipment obsolete cannot be foreseen. If the art is in a 
developmental stage we may be sure that there will be 
numerous changes and a considerable loss from func- 
tional depreciation, but where the changes will come and 
what portions of existing equipment and construction will 
be affected is purely guesswork. This hazard of becoming 
obsolete is like the fire hazard. Each building is in danger 
of burning and we can be sure that at least a certain 
number of buildings will burn each year, but any partic- 
ular building may stand for centuries. Each particular 
article of equipment is in danger of becoming obsolete and 
we can be sure that at least a certain number of such 
articles will become obsolete during the next decade but 
any particular article may perchance never be superseded. 
The company may and should guard against functional 
depreciation by keeping a reserve fund based on the stage 
of development of the art and the rapidity with which 
changes have come in the past. Such a reserve fund is 
necessary in order that the capital may be kept unim- 
paired. All expenditures necessary to keep the capital 
intact are operating expenses and come before dividends 
and even before interest. If this is not done, dividends 
are paid not out of earnings but out of capital, which is 
contrary to the first principles of correct accounting and 
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sound finance. This is recognized by all uniform systems 
of accounts prescribed by governmental authority. The 
capital account can not remain charged with the cost both 
of the new thing and the thing it superseded. Normal 
supersession must be provided for out of earnings if the 
enterprise is to continue as a going concern. If low rates 
of charge or the payment of unearned dividends prevent 
this the ultimate result is financial disaster. 


§ 452. Extraordinary functional depreciation. 

But there may be extraordinary supersession for which 
in particular cases there may have been no opportunity 
to provide by means of an accumulated reserve. A new 
invention may so revolutionize methods of production as 
to require the scrapping of practically the entire plant. 
This is a possibility that while recognized is not provided 
for by means of a reserve for the amortization of existing 
capital. The difficulty is that this complete plant super- 
session may come in five years or in fifty years or per- 
chance not at all. There is no more telling when it will 
come than when fire will destroy a particular building. 
The hazard of complete supersession is greater for some 
enterprises than. for others just as the fire hazard is greater 
for some buildings than for others. It is as difficult for a 
public utility plant to provide against this sort of super- 
session as it would be for the owner of a single building to 
carry his own insurance. There are no supersession in- 
surance companies and there is no probability that they 
will or could be developed. However, if there were such. 
companies the annual premiums for supersession insurance 
could be charged to operating expense in the same way 
that fire insurance premiums are now so charged. This 
would take care of the supersession hazard. As it cannot 
be thus shifted it must be borne directly either by the 
investor or by the consumer. Ultimately in any case it 
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must be borne by the consumer as the investor will not 
assume the risk unless he has a consideration in the shape 
of the possibility of a higher rate of return. 

In manufacturing and other competitive enterprises it 
is the investor that assumes the supersession hazard and 
he accordingly obtains a higher normal rate of profit than 
would prevail were it not for this hazard. The consumer 
of course in the long run pays for all supersession, as it is 
a necessary part of the cost of manufacture or service. 
Unless a different arrangement has been agreed upon in 
advance, it is natural to assume that the investor in a 
public utility plant has assumed the supersession hazard 
and is entitled to a correspondingly higher rate of return. 
This higher rate of return accordingly will be based on the 
present unimpaired investment and not on investment in 
superseded property. In competitive business a manu- 
facturer must adopt the newer and cheaper methods even 
to a complete scrapping of his plant or have his business 
taken from him by his more progressive competitors. A 
municipal monopoly, however, is not subjected to the 
same pressure—and may sometimes be very backward in 
applying the scrapping process. 

The hazard from extraordinary supersession is real but 
for public service industries not so enormous as it is some- 
times pictured. There was a time when it was predicted — 
that gas would be entirely superseded by electricity. 
The steam railroad at present is confronted with the 
possibility of electrification, but this will doubtless come 
about gradually and will mean the addition of new in- 
vestment rather than the scrapping of any very large 
proportion of the existing property. 


§ 453. Functional depreciation actually accrued should be de- 
ducted. 
In valuations for rate purposes or public purchase all 
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actually accrued functional depreciation in value should 
be deducted from cost-new. If a distribution system has 
become partially inadequate or a motor has become par- 
tially obsolete, allowance should be made for the value 
thus destroyed. If a water main though adequate for the 
demands of the immediate present will manifestly be in- 
adequate in a few years time and it is apparent that a 
much larger main would be substituted were it a question 
of complete reconstruction, it may be assumed that a 
certain depreciation in value owing to inadequacy has 
already accrued. The main in question does not conform 
to the best present standards of construction. A pur- 
chaser of the system would naturally take this fact into 
consideration. The general rule applied by the courts in 
purchase and rate cases is that existing functional depre- 
ciation as well as existing physical depreciation shall be 
deducted from cost-new. The cases referred to under 
§ 431 in regard to physical depreciation are applicable to 
existing functional depreciation as well. Indeed in Colum- 
bus Railway and Light Company v. City of Columbus, 
quoted above, § 428, the special master while making no 
allowance for physical depreciation does deduct existing 
functional depreciation. 


§ 454. Functional depreciation deducted in Holyoke, Mass., 
Purchase Case, 1902—Report of appraisers. 

The report of the special commissioners appointed by 
the court for the appraisal of the gas and electric plant of 
the Holyoke Water Power Company for purposes of 
municipal purchase under the terms of the Massachu- 
setts general statute relating to the establishment of 
municipal plants contains the following statement in re- 
gard to treatment of depreciation: ! 


1In accordance with the terms of the general act, special commissioners 
were appointed by the Supreme Judicial Court to determine the price to 


25 
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2. The reproductive cost of all parts of the buildings and | 


machinery that could be duplicated in January, 1898, and the 
market value of parts that could not be reproduced in the mar- 
ket. 

3. Less depreciation of all kinds whatever in the existing 
plants upon that date, arising from age, service, wear and tear, 
together with all defects therein, and all other causes and fac- 
tors that lessen the value of the plants as they existed upon that 
date, and which would not pertain in any way to the repro- 
duced plants. 

In this connection, as bearing upon the market value of the 
property, we have also taken into account, among other things 
introduced in evidence, the fitness, suitability and adaptability 
of the plants for the service required; their ability to supply 
present needs, and to what extent they can be depended upon 
to produce gas or electricity for the future; how efficiently and 
economically they can be carried on; their location with refer- 
ence to facility for procuring supplies and to dispose of their 
product; and whether or not there are any faults or defects in- 
herent in the plants, independent of the diminution factors 
contained in clause third, such as any faulty arrangement of 
the works or any part thereof, inadequate facilities for their 


extension or for any necessary changes, any lack of capacity ~ 


to supply the output for present or for future requirements, 
any undue expense necessary for repairs and replacements or 
other excessive cost of operation, or any other fault inherent 


in the systems, not included in clause third, which increases © 


the trouble and expense of making and distributing gas and 
electricity, and thereby affects the market value of the plants. 
We further considered upon this question all evidence tend- 
ing to show that upon this date there could be obtained in the 
market buildings, mechanisms and materials, proper to be used 
in the making and distribution of gas and electricity, that were 
cheaper and more efficient, and which would produce more 


be paid. The report of the commissioners was confirmed by the court 
with the consent of both parties, November 18, 1902. For an abstract of 
the report of the commissioners, see Massachusetts Gas and Electric es 
Commissioners, Annual Report, 1903, pp. 77-82. 
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economical results in the plants in existence or as they could 
be duplicated. In so far as these facts affect and depreciate the 
value of any part of the existing plants in the market, we re- 
duce by so much our valuation of the same. 


§ 455. Hypothetical functional depreciation. 

In addition to actually existing functional depreciation 
in value, there is what may be termed hypothetical 
functional depreciation. Some appraisers insist that 
motors for example suffer each year a certain actual de- 
preciation in value owing to the fact that new inventions 
and developments will probably render present models 
obsolete before the expiration of their normal life. This 
may be true but even if unmistakably established would 
not have the effect of increasing the depreciation of the 
partly worn motor. If it were established that at the end 
of five years a new type of motor not yet developed would 
certainly supplant those in existence, an old motor that 
still had five years wear in it would be worth practically 
as much as a new motor. If it is true that cars purchased 
five years ago have decreased in value a certain percentage 
each year owing to possible future changes in the art, 
would it not be logical to assume also that cars of the same 
type purchased new to-day must also be charged with five 
years depreciation? This though absurd seems to be a 
logical development of the theory of hypothetical func- 
tional depreciation. The theory is made plausible by 
stating it as follows: The history of the industry in the 
past shows that changes and inventions have come so 
fast that various parts have been superseded before they 
were worn out. It is probable that similar changes and 
developments will occur in the future and that conse- 
quently the various structures and parts will not in fact 
be used for their full possible lives. It is just therefore to 
assume a life shorter than the full natural life. The 
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shorter the life the greater will be the depreciation due to 
each year’s wear. The fallacy arises from a failure to 
appreciate that changes in the art bear no possible relation 
to the age of the particular structures or parts that such 
changes render obsolete. When the change comes, it de- 
stroys the value of the new motor of the old type as well 
as that of the partly worn motor. An entirely new process 
of gas production would destroy the value of a newly con- 
structed plant as effectually as it would that of a plant 
fifty years old. The supersession hazard is just as great 
for the new plant as for the old plant. Is it not illogical. 
therefore to assume that there exists in the old plant an 
actual depreciation in value due to possible future super- 
session while no such depreciation is or can be assumed as | 
to the:new plant? 

The hazard of possible future functional depreciation 
does not lessen the present physical value of a public 
utility plant any more than the fire hazard lessens the 
present physical value of a building. This rule has been 
generally followed in valuations for rate purposes and 
public purchase. In the Queens Borough Gas and Electric 
Rate Case, 2 P. 8. C. Ist D. (N. Y.) —, decided June 23, 
1911, Commissioner Maltbie says: 


It should be stated that the above estimate covers depre- 
ciation due to wear and tear and age, but does not include al-. 
lowance for future changes in the art and the abandonment 
or supersession of property because it will become inadequate 
before being worn out. What these will be, no one can predict 
‘with certainty, but they will appear. 


§ 456. Hypothetical depreciation disallowed in New York 
City Eighty Cent Gas Case. 

In the New York Eighty Cent Gas Case, the ruling of 

the master in his report to the Circuit Court was opposed 

to any allowance for hypothetical functional deprecia- 
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tion. Mr. Marks, in testifying, made an allowance for 
depreciation based on an assumed life of the plant as 
affected by the consideration of future obsolescence and 
inadequacy. The master did not accept Mr. Marks’s 
views, stating that it did not appear reasonable to charge 
a plant in good order and operating efficiently with a 
merely theoretical depreciation. He says: ? 


The fact thus being that the plants are in good order and 
operating efficiently, it does not appear reasonable, for the 
purposes of this case, to charge them with a theoretical de- 
ficiency so great as, if actually existing, would make their suc- 
cessful operation a practical impossibility. An estimate of de- 
preciation like those of Mr. Edgerton and Mr. Mayer, based 
on a detailed examination of the property as it stands to-day, 
affords in my opinion a more fair and practicable method to 
be followed in determining its value. 


§ 457. Hypothetical depreciation apparently allowed in Wash- 
ington appraisals. | 

In an article descriptive of his appraisal of the Spokane 
and Inland Empire Electric Railroad System * Henry L. 
Gray, Engineer to the Public Service Commission of 
Washington, states that in fixing the annual depreciation 
of electrical apparatus it is necessary to consider the 
probable useful life rather than the probable actual life. 
He says: 

There is probably no class of apparatus so affected by depre- 
ciation as electrical apparatus. Owing to the obsolescence oc- 
casioned by invention and competition, a machine or switch- 
board which is serviceable to-day may be rendered entirely 


2 Consolidated Gas Company v. Mayer, United States Circuit Court, 
Southern District of New York, Report of Arthur H. Masten, Master in 
Chancery, May 18, 1907. In United States Supreme Court Complete 
Record, Vol. I, p. 175, in case of Willcox v. Consolidated Gas Company. 

3 Published in Engineering and Contracting, December 27, 1911, p. 696. 
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obsolete tomorrow by the appearance of a new machine or 
switchboard possessing decided advantages over the old type; 
or may become inadequate to meet the demands of the service. 
Electric railway and power companies are constantly required 
to remove apparatus which is in good condition and which will 
render good service, for the purpose of replacing it with more 
up-to-date equipment. In fixing the annual depreciation of elec- 
trical apparatus it is necessary to consider the probable useful 
life rather than the probable actual life. It should also be borne 
in mind that apparatus and material which has become obso- 
lete and inadequate for use in one plant may be transferred to 
another plant and again render good service. Hence the sal- 
vage value will materially affect the percentage of annual de- 
preciation. 


§ 458. Treatment of past losses due to supersession. 

It is sometimes asserted that all losses of the past 
through functional depreciation or supersession should in 
fact be added to actual cost or reproduction cost in order 
to determine fair value for rate regulation or public pur- 
chase. These losses have been necessarily incurred owing 
to changes and developments over which the manage- 
ment had no control and in its desire to meet all reasonable 
service requirements. It is argued that the company 
should have a chance to recoup these past losses and for 
this purpose to include them in the valuation until such 
a time as they shall have been amortized out of earnings. 
This seems equitable and would be truly so if the relations 
between the public utility enterprise and the public were 
on a different basis. Under the prevailing theory of regu- 
lation however the risks of the enterprise are assumed by 
the investor. One of these risks is the risk of supersession. 
In any business whether private or public service in order 
to induce investment there must be a prospect of returns 
adequate to take care of all supersession and pay a profit 
besides. The probable rate of profit must be adequate to 
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compensate for the hazard of possible losses from super- 
Session in addition to such as seem probable. If from 
experience it is found that the supersession hazard in a 
particular enterprise is greater than had been assumed at 
the start, the allowance for supersession reserve must be 
increased for the future. But this is for the future hazard 
and not for the purposes of amortizing past losses. Those 
losses should not be paid for by the consumers of the 
present and future, but by those who assumed the risks 
for the purposes of obtaining the possible profits of the 
enterprise. This conclusion is reinforced by the considera- 
tion that if the company had in the past reaped excessive 
profits through the charging of unreasonable rates, such 
excessive profits could not now under prevailing rulings be 
treated as an amortization of the value on which rates are 
being based.* A rule should work both ways, and equity if 
applied to past supersession should also be applied to pasz 
excessive profits. Although under existing legal concep- 
tions it seems logical that the risk of extraordinary super- 
session should be borne directly by the investor and only. 
indirectly by the consumer through a higher fair rate of 
return, it is probable that under slightly changed legal 
conceptions the risk might be borne directly by the con- 
sumer. In such case the portion of the annual return’ 
that would otherwise be used to compensate the investor 
for this risk would be used to amortize the fair value on 
which a return is based or would be placed in a fund that 
would be held to meet accruing extraordinary supersession. 
In case at any time it was not sufficient for this purpose the 
burden of paying a return on new capital would be borne 
by the consumer, and on the other hand if the fund proved 
too large for the purpose the excess would equitably be- 
long to the consumers and should be used for their benefit. 
If the ruling of Justice Peckham in Louisiana Railroad 
4 See Chapter IX, Surplus. 
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Commission v. Cumberland Telephone and Telegraph 
Company, quoted at § 424, may be taken literally the 
inviolability of amounts set aside for depreciation seems 
clearly inferred and with this as a basis, a plan for the 
direct assumption by the consumer of the extraordinary 
supersession risk can be equitably worked out. Moreover 
such a plan can in any case be adopted as regards future 
franchises. The franchise agreement may provide with 
suitable safeguards for the accumulation of a reserve or 
the amortization of capital to provide against extraordi- 
nary supersession, and may properly provide that this risk 
be assumed directly by the public in return for a lower 
rate of profit to the investor.°® 


§ 459. Problem of past supersession discussed by Henry 
Earle Riggs. | 
The general problem of supersession is discussed by 
Henry Earle Riggs in his paper on Valuation before the 
American Society of Civil Engineers. Mr. Riggs says: ® 


There are countless cases where this will not hold. The rapid 
development of large cities has compelled electric lines to ex- 
tend largely. The demands of the people for more frequent 
and more rapid service, and more modern and larger equipment, 
have greatly shortened the term of life of power-plant equip- 
ment and cars. The rapid development in the art of electricity, 
the congestion of traffic in streets of cities, the enormous increase 
of train movements, and the use elsewhere of newer types of 
cars, have compelled the abandonment of millions of dollars’ 
worth of property and the investment of other millions in new 
and improved facilities to provide for the increased movements 
of traffic and increased safety to the public. These changes 
are not due to the fact that the original installation was de- 

5 A plan for the application of this method is worked out in detail in the 
Proposed standard form of street railway franchise for use by the City of 
New York, 1910, prepared by Delos F. Wilcox. 


6 Proceedings American Society of Civil Engineers, November, 1910, 
p. 1517. 
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fective, but to the demands of the public for frequent, safe, 
and speedy service, demands which are perfectly reasonable. 
The query is: should a corporation which complies with public 
demands be compelled to lose capital invested in facilities 
which have not yet paid for themselves; and which, under a 
continuance of conditions which existed when they were installed 
-or any that might then have been anticipated, would normally 
have a useful life of several more years, and which were aban- 
doned, not by reason of being worn out or unfit for service, but ~ 
purely because facilities of a more modern type were called for? 

To answer this affirmatively increases the hazard of invest- 
ment greatly in the large centers of population. To answer 
it affirmatively in some cases might amount to confiscation 
of property. The writer inclines to the view that, as far as 
appraisal is concerned, the value due to the remaining life of 
the abandoned facility, where such abandonment was in re- 
sponse to legal requirement, and where no element of cor- 
porate necessity due to increased efficiency or economy of the 
new facility enters into the computation, should be added to 
the value of the facility replacing it. Any consideration that 
is given such claims by an appraiser must be most careful, as 
the inference to be drawn from the decision of the Court in the 
Knoxville Water Case (212 U. 8., 1) is that such elements of 
value will receive scant consideration unless most fully supported. 

If the policy of the management of any public service com- 
pany is to keep up with the demands of modern civilization, 
it would appear that such policy should not be discouraged, and, 
in computing the value of the property, some provision ought 
to be devised for covering such values as remain in serviceable 
property at the time of its abandonment in response to public 
demand; or else the rates for service should be increased suffi- 
ciently to compensate the corporation for losses of this nature 
on the ground that it constitutes an element of extra hazard. 


-§ 460. United States Circuit Court in Des Moines Gas Rate 
Case, 1896—Investments in unsuccessful experiments 
excluded. | 

In Capital City Gas Light Company »v. City of Des 
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Moines, 72 Fed. 829, decided January 8, 1896, the court 
says (at page 842): ? 


So that, confessedly, a part of the bonds was issued for pat- 
ents not used at all by plaintiff. Manifestly, these should 
not be included in arriving at the basis we are now seeking. 
Nor should there be included any amounts expended or invest- 
ments made by plaintiff in its attempt or experiment, how- 
ever laudable these attempts may have been, to supply fuel gas 
to the citizens of Des Moines, and which were expended or in- 
vested in directions not now required, or not properly serv- 
iceable for the company’s present uses. These must be laid 
aside, among any other unprofitable investments in the his- 
tory of the company. These may evidence the creditable desire 
of the company to keep its works fully abreast with progressive 
idea of gas making. But they are now of no market value. In 
other words, the court may not now regard the rates as properly 
to be increased above what would otherwise be reasonable 
for the purpose of allowing plaintiff to recoup losses heretofore 
incurred in any unfortunate or unprofitable investments it 
has made, or to charge and receive interest on losses thus 
incurred. In this connection I wish to say that the proof pre- 
sented on the hearing fully absolves the plaintiff from any ras- 
cality on the part of those engaged in the construction or man- 
agement of plaintiff’s property. 


§ 461. United States Circuit Court in Milwaukee Street 
Railway Fare Case, 1898, holds superseded horse car 
equipment entitled to equitable consideration. 

In Milwaukee Electric Railway & Light Company ». 

City of Milwaukee, 87 Fed. 577, decided May 31, 1898, 

Judge Seaman says (at page 585): 


I am satisfied that the property of complainant represents the 
value, based solely upon the cost of reproduction, exceeding 
$5,000,000. And I am further satisfied that this amount is not 
the true measure of the value of the investment in the enter- 


“ 
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prise. It leaves out of consideration any allowance for necessary 
and reasonable investment in purchase of the old lines and 
equipments, which were indispensable to the contemplated im- 
provement, but of which a large part was of such nature that 
it does not count in the final inventory. No allowance enters in 
for the large investment arising out of the then comparatively 
new state of the art of electric railways for a large system, hav- 
ing reference to electrical equipment, weight of rails, character 
of cars, and the like, of which striking instance appears in the 
fact that the electric motor which then cost about $2,500 can 
now be obtained for $800; so that work of this class was in the 
experimental stage in many respects, and the expenditures by 
the pioneer in the undertaking may not fairly be gauged by the 
present cost of reproduction. Of the $5,000,000 and over paid 
for the acquisition of the old lines, it would be difficult, if not 
impossible, from the testimony, to arrive at any fair approxima- 
tion of the share or amount of tangible property which enters 
into the valuation in this inventory. It does appear that the 
roadways required reconstruction with new rails and paving, and 
that the amount stated was actually paid by the investors, mak- 
ing their investment nearly $9,000,000. How much of this may 
be defined or apportioned as the amount which was both “really 
and necessarily invested in the enterprise” (vide Road Com- 
pany v. Sandford, supra) I have not attempted to ascertain, ex- 
cept to this extent: That I am clearly of opinion that at least 
$2,000,000 of those preliminary expenditures are entitled to 
equitable consideration, as so invested, beyond the reproduc- 
tion value, if the valuation of the investment is not otherwise 
found sufficient for all the purposes of this case, but no opinion 
is expressed in reference to the remaining $1,885,644. 


§ 462. United States Supreme Court declares that past super- 
session may not be included. 

In Knoxville v. Water Co., decided January 4, 1909, 
the United States Supreme Court clearly lays down the 
rule that in a valuation for rate purposes there should be 
no addition to cover losses due to past functional depre- 
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ciation or supersession. Justice Moody in delivering the 
opinion of the court says (at page 13):7 


The company’s original case was based upon an elaborate anal- 
ysis of the cost of construction. To arrive at the present value of 
the plant large deductions were made on account of the depreci- 
ation. This depreciation was divided into complete depreciation 
and incomplete depreciation. The complete depreciation repre- 
sented that part of the original plant which through destruction 
or obsolescence had actually perished as useful property. The 
incomplete depreciation represented the impairment in value of 
the parts of the plant which remained in existence and were 
continued in use. It was urgently contended that in fixing upon 
the value of the plant upon which the company was entitled to 
earn a reasonable return the amounts of complete and incom- 
plete depreciation should be added to the present value of the . 
surviving parts. The court refused to approve this method, and 
we think properly refused. A water plant, with all its addi- 
tions, begins to depreciate in value from the moment of its use. 
Before coming to the question of profit at all the company is 
entitled to earn a sufficient sum annually to provide not only 
for current repairs but for making good the depreciation and re- 
placing the parts of the property when they come to the end of 
their life. The company is not bound to see its property grad- 
ually waste, without making provision out of earnings for its 
replacement. It is entitled to see that from earnings the value 
of the property invested is kept unimpaired, so that at the end 
of any given term of years the original investment remains as it 
was at the beginning. It is not only the right of the company to 
make such a provision, but it is its duty to its bond and stock 
holders, and, in the case of a public service corporation at least, 
its plain duty to the public. If a different course were pursued 
the only method of providing for replacement of property which 
has ceased to be useful would be the investment of new capital 
and the issue of new bonds or stocks. This course would lead to 
a constantly increasing variance between present value and bond 


7 Knoxville ». Water Company, 212 U.S. 1, 29 Sup. Ct. 148, 53 L. ed. 
371, January 4, 1909. 
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and stock capitalization—a tendency which would inevitably 
lead to disaster either to the stockholders or to the public, or 
both. If, however, a company fails to perform its plain duty 
and to exact sufficient returns to keep the investment unim- 
paired, whether this is the result of unwarranted dividends upon 
overissues of securities, or of omission to exact proper prices for 
the output, the fault is its own. When, therefore, a public 
regulation of its prices comes under question the true value of 
the property then employed for the purpose of earning a return 
cannot be enhanced by a consideration of the errors in manage- 
ment which have been committed in the past. 


§ 463, Street railway supersession excluded in capitalization 
case—New York Public Service Commission, 1910. 

Re Third Avenue Railroad Reorganization Plan, 2 P. 
S. C. Ist D. (N. Y.) —, decided July 29, 1910, relates 
to the approval of capitalization upon a reorganization. 
The applicants claimed the right to capitalize superseded 
horse car and cable equipment. In denying this claim 
Commissioner Maltbie says: 


Closely associated with the above theories is the argument ad- 
vanced by the applicants that as certain lines started as horse- 
car lines and as a few were changed into cable roads and then 
into electric roads, the new company should be allowed to 
capitalize not only the present value of the property actually 
taken over but the cost of the horse-car lines and the cable roads 
that have disappeared. .. . 

It is intimated that one reason for so doing is that it would 
have been difficult, and perhaps impossible, for the old company 
to have written off out of earnings the cost of the property which 
has disappeared. The difficulty has not been established as a 
fact; indeed the contrary seems to be true. During the period 
of horse-car operation, the Third Avenue Company declared 
dividends averaging about 13 per cent., ranging from 8) per 
cent. to 25 per cent. During this period, the company could 
have amortized or accumulated by sinking fund a sufficient 
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amount to have paid off the entire cost of the road as set forth 
above, and still have paid dividends of over 8 per cent. and 
founded a reserve fund besides. From 1891 to the time when 
electrification began, the average rate of dividend was some- 
what less; and from 1900 to date the dividends have been very 
small. But the capitalization of the company represented not 
actual plant investment, but large premiums paid for stocks, 
interest charges and even operating expenses, as set forth in the 
previous pages. If from the beginning a reasonable amount as 
depreciation had been set aside out of earnings to take care of 
the various changes which have taken place, if the company 
had been conservatively financed and expenditures carefully 
watched, it is probably true, that dividends of 6, 7, or 8 per 
cent. could have been declared and yet a sufficient amount have 
been accumulated to write off the old horse-car and cable roads 
that have disappeared. 

However, it is the first duty of every company to see that its 
capital investment is kept intact. All charges for repairs, re- 
newals and replacements should be met out of earnings, and 
dividends should not be paid until these expenses have been 


provided for in some way. It is evident that the Third Avenue ~ 


Railroad did not do so, but issued new stocks and bonds instead. 
The result was that its capital was depleted, that it could not 
pay the interest on its bonds and that the property has been 
sold under foreclosure. . . . 

The mill owner who has seen his machinery change decade 
by decade, who has seen revolutions in the arts which have com- 
pelled him to scrap his equipment several times, would be in- 
terested to know that he ought not to have charged the cost to 
operating expenses or accumulated surplus, but that he should 
have issued stock or bonds against these numerous replacements. 
It would be news to him to learn that he is entitled to earn a re- 
turn upon not only his present plant but upon the half-dozen 
plants that have preceded the present one and have been 
destroyed. He knows that if he tried such a plan, came to 
bankruptcy, and found his property sold at foreclosure sale, 
the purchaser would not pay him for the ae Sei) that had 
disappeared. 
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§ 464. Supersession due to consolidation—Wisconsin Rail- 
road Commission, 1911. 

In re Application of the La Crosse Gas and Electric 
Company for authority to increase its rates, 8 W. R. C. R. 
138, 172, decided November 17, 1911, the Wisconsin Rail- 
road Commission discusses the question as to what con- 
sideration should be given in valuations for rate purposes 
to property value that has disappeared owing to the con- 
solidation of competing companies. The Commission says 
that: 


The applicant has advanced the idea through its written ar- 
gument that were the values of public utilities fixed solely on the 
reconstruction value of the plants as they exist at the present 
day, it would be a mistake for any company to consolidate the 
physical properties of its various plants in the endeavor to 
secure better and cheaper operating conditions, because in mak- 
ing such consolidations, severe losses of purely physical value 
inevitably occur. The applicant declares that this loss of phys- 
ical value must be justified by decreased operating costs and did 
the owners of the property neglect or refuse to make such con- 
solidation, as would be the tendency if the principle were estab- 
lished that only physical property should enter into valuations 
for rate-making purposes, the eventual rate which the public 
would have to pay for service would be still further increased by 
reason of increased operating and maintenance costs of a con- 
siderable amount of inefficient apparatus. Without attempting, 
at this time, to enter into a discussion of what elements properly 
enter into the value upon which rates should be based, it seems 
advisable to consider for a moment the applicant’s argument in 
this connection, for its unquestioned acceptance may lead to 
untenable conclusions. The company’s contention appears to 
rest upon the assumption that all physical construction costs 
and all costs of operation are proper elements upon which rates 
should be predicated, and that a utility is unquestionably en- 
titled to a return for all its operating expenses and earnings on at 
least the reconstruction cost. That this is in the main true 
under normal conditions, will not be denied, but if the costs of 
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operation are high because of unusual inefficiency of operation, 
or if the investment is high because of equipment and work 
clearly unnecessary, it is apparent that equitable rates can not 
be based thereon, and when excessive operating expense and 
duplication of equipment go hand in hand, it does not seem 
hecessary, as the applicant contends, to justify reduction in the 
physical value by reduction in operating expenses. Under these 
circumstances, a reduction of either or of both is in itself justified 
and is the demand of normal conditions. High operating ex- 
penses may be the result of poor management, so also may be 
high investment. Again, they may be due to unusual circum- 
stances during some period of the plant’s life. These facts 
must, when possible, be taken into consideration in determining 
what a utility is entitled to receive for conducting the business. 


§ 465. Casualty. 

Property may be injured or destroyed by various 
casualties. Rolling stock may suffer from collision or 
other accident. Bridges may be washed away by flood. 
Poles or buildings may be destroyed by storm. Loss from 
certain casualties may be covered by insurance. The 
fire hazard may be covered in this way. Other casualties 
are similar in effect and may be treated and provided for 
in the same way as functional depreciation. The fortuitous 
character of casualty and of functional depreciation is the 
element that differentiates them from physical deprecia- 
tion. 
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CHAPTER XX 


Annual Depreciation Allowance 


General. 

Should cover physical and ordinary functional depreciation. 

Maintenance accounts include certain renewals. 

Allowance in rate case for depreciation already accrued. ~ 

Accrued depreciation—Washington Supreme Court in Electric 
Railway Rate Case, 1911. 

United States rule as to depreciation allowance in assessing corpora- 
tion income tax, 1911. 

Wisconsin Railroad Commission—Discussion of annual allowance— 
Sinking fund method—Maintenance accounts. 

New York Public Service Commission—Maintenance account in- 
cludes many renewals—Sinking fund method—Functional de- 
preciation. 

Allowance on sinking fund plan rejected in Louisville, Ky., Tele- 
phone Rate Case, 1911. . 

Depreciation must be deducted to determine net income—New York 
courts in Franchise Tax Cases. 

Sinking fund plan rejected by New York court in Tax Case, 1911. 

Allowance for functional depreciation—New York courts in Tax 
Cases. 

Three per cent. depreciation allowance required by Massachusetts 
statute for municipal lighting plants. 

Six per cent. allowance in Chicago Street Railway Assessment Case, 
1902. 

Allowance in New York Street Railway Tax Case, 1909. 

Twenty per cent. gross receipts of street railway prescribed in Capi- 
talization Case—New York Commission, 1912. 

Three per cent. allowance in Savannah Street Railway Fare Case— 
Georgia Railroad Commission, 1912. 

Five per cent. allowance in Columbus Ohio Electricity Rate Case, 
1906. 

One per cent. allowance on sinking fund basis in Des Moines, Iowa, 
Water Rate Case, 1910. 

One and seven-tenths per cent. allowance on sinking fund basis in 
Cedar Rapids, Iowa, Gas Rate Case, 1909. 

Two per cent. allowance in Chicago Gas Rate Report by W. J. Hag- 
enah, 1911. 
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501. Allowance in San Francisco Water Rate Case, 1911. 

502. Three per cent. allowance on straight line basis in Irrigation Rate 
Case, 1911. 

503. Seven and three-tenths per cent. annual allowance—Massachusetts 
telephone appraisal for rate purposes, 1909—Discussion of de- 
preciation. 

504. Seven per cent. allowance in Oklahoma Telephone Rate Case, 1911— 
Allowance to cover only current replacement declared inadequate. 

505. Seven per cent. allowance in Louisville, Ky., Telephone Rate Case, 
1911. 

506. Missouri Supreme Court in Telephone Rate Case, 1911. 

507. Ten per cent allowance in Arkansas Electricity Rate Case, 1911. 

508. Depreciation allowance refused by California court, San Diego, Cal., 
Water Rate Case, 1897. 

509. Depreciation allowance refused by Iowa court in 1902 but approved 
in 1909. 

510. Depreciation allowance apparently refused by United States Su- 
preme Court in 1903 but recognized in later cases. 


§ 480. General. 

Though the determination of the annual allowance for 
depreciation is not strictly a part of the valuation process, 
it is often an essential preliminary in valuations for con- 
demnation or taxation and is also a necessary complement 
to a valuation for rate making. When a property or fran- 
chise is condemned for public purchase, probable net earn- 
ings are usually an important and sometimes a controlling 
factor (see § 669). Net earnings cannot be determined 
until there has been a proper deduction for depreciation. 
This is clearly established by the opinions of courts and 
commissions, which are quoted at length below. 

Various methods of measuring depreciation have been 
discussed in Chapter XVII. Each of these methods also 
involves a corresponding method of meeting the annual 
depreciation requirements. In discussing the uniform 
investment cost method, § 401, it was necessary to indicate 
the general theory on which the annual allowance for 
depreciation should be computed, so that it will be un- 
necessary to repeat the discussion in this connection. 
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§ 481. Should cover physical and ordinary functional deprecia- 
tion. 

The annual depreciation allowance should cover all 
physical depreciation accruing during the year and also 
the average annual loss from ordinary functional deprecia- 
tion. By ordinary functional depreciation is meant such 
part of the total loss from inadequacy and obsolescence as 
can be foreseen with reasonable certainty. When a com- 
plete supersession of the entire plant will occur cannot be 
foreseen and for purposes of rate making or public pur- 
chase this complete supersession hazard may perhaps best 
be considered in determining the fair rate of return. So 
long as the hazard is thus adequately allowed for the 
manner in which such allowance is thereafter accounted 
for is immaterial for the purposes of rate making or public 
purchase. It may be treated as a reserve or it may be paid 
out in dividends. The loss when it occurs must be borne 
by the owners and if there is no reserve or an insufficient 
reserve the loss must be suffered directly by the owners. 
This subject is discussed more fully under Functional 
Depreciation, § 452. 


§ 482. Maintenance accounts include certain renewals. 

In an article on the appraisal of the Spokane and In- 
land Empire Electric Railroad System, Henry L. Gray, 
Engineer to the Public Service Commission of Washington, 
states that: ' | 


It is admitted that a plant should earn a return sufficient 
to provide a fair profit on the investment over and above its 
operating expenses, which include the actual cost of operation 
and repairs and maintenance due to depreciation, As a matter 
of fact, however, the ordinary maintenance accounts of rail- 
ways will include both repairs and at least some of the depre- 
ciation. Hence it is usually unfair to add to the actual operat- 


1 Engineering and Contracting, December 27, 1911, p. 696. 
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ing and maintenance accounts an estimated annual allowance 
for all the depreciation. 


In Lincoln Gas and Electric Light Co. v. City of Lincoln, 
223 U. 8S. 349, decided February 19, 1912, the United 
States Supreme Court reversed the decree of the Circuit 
Court and remanded the case with a direction to refer it 
to a skilled master to report findings. The case involved 
a gas rate fixed by ordinance and the decree of the Circuit 
Court upheld the validity of the rate. Justice Lurton in 
delivering the opinion of the Supreme Court discusses the 
annual depreciation allowance and points to the necessity 
for an exact determination of all expenses for renewals and 
replacements included in operating expense before it is 
possible to determine the amount of any additional an- 
nual allowance required. Justice Lurton says (at pages 
360, 363) : 


The appellant further claims that the sum of $8,000 deducted 
from the net income, as a permanent protection against future 
depreciation in the value of the plant, is too small, and should 
be much larger... . 

The question as to what sum, if any, upon the facts of this 


case should be annually deducted from the net income as a per- 


manent maintenance or replacement fund, is novel and presents 
a grave problem. 
Conflicting expert evidence has been introduced presenting 
radically different theories as to the necessity, character and 
amount of such a fund, and as to how it should be created, pre- 
served and expended. Some of this evidence puts the sum to 
be annually deducted and set aside as a permanent fund at 
five per cent. upon the value of the plant at the time of deduc- 
tion. It is obvious that if this view is sound there will be little 
or nothing of the net income left for distribution among share- 
holders, and no basis for legislative rate reduction now, and 
none likely until such time as the income from the permanent 
fund will keep up the plant. The work of reconstructing and re- 
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placing old parts by new in a plant of this kind must, in the 
very nature of things, be going on constantly. Heretofore it 
seems to have been so well and continuously done that the value 
of the plant as a whole has suffered less than one per cent. per 
annum if the total depreciation be distributed through the 
more than thirty years of operation. So far as can be now 
seen, reconstruction and replacement charges have, up to the 
present time, been borne by current revenue, with the result 
that the revenue remaining in the single year of 1907 showed a 
net surplus of $73,851.83, a sum large enough, if distributed to 
shareholders upon the basis of the value of property engaged 
in the business as claimed by appellant, to have paid a dividend 
of ten per cent., and about fifteen per cent. upon the valuation 
settled by the Circuit Court. | 

There is no finding as to the extent of the application of the 
revenue of 1907 to reconstruction or replacement, as distin- 
guished from current repairs and operating expenses. It is, 
however, plainly inferable that the revenue of that year was 
used to the extent necessary. If, in the past, reconstruction 
and replacement charges have been met out of current expenses, 
the fact must be taken into consideration, both when we come 
to estimating future net income and in determining what sum 
shall be annually set aside to guard against future depreciation. 
This doubtless influenced the court below in settling upon the 
amount of $8,000 as a sufficient annual appropriation of in- 
come as insurance against future depreciation. But if the con- 
stantly recurring necessity to do reconstruction or replacement 
work was in 1907 met out of the current income of that year, 
thereby diminishing the net income, the fact should be given 
weight in estimating future net income; otherwise there will 
be a double deduction on that account, first, by paying such 
charges as they occur, and thereafter by a contribution out 
of the remaining income for the same object. 

The facts found are not full enough to at all justify this court 
in dealing with this problem of a replacement fund. 

There should be a full report upon past depreciation, past 
expense for reconstruction or replacement, and past operating 
expenses, including current repairs. We should be advised as 
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to the gross receipts for recent years, and just how these receipts 
have been expended. Then the amount to be set aside for fu- 
ture depreciation will depend upon the character and probable 
life of the property and the method adopted in the past to pre- 
serve the property. It can be readily seen that the amount 
to be annually set aside may be such as to forbid rate reduc- 
tions because of the requirement of such a fund. The matter 
is one first for a skilled master, who should make a full report 
upon the value of the property, the receipts and the expenses 
of operation and the sums paid out on reconstruction and re- 
placements, and in dividends in recent years. 


§ 483. Allowance in rate case for depreciation already accrued. 

The question sometimes arises whether in case the com- 
pany has not in the past made adequate allowance for 
depreciation and consequently certain depreciation has 
accrued which will have to be met by renewals in the 
future, the company should in a rate case be granted a 
larger annual allowance for depreciation than it would 
otherwise be entitled to. As a general rule this claim 
should not be allowed. The costs properly chargeable to 
one period should not be transferred to the consumers of 
another period. This is well expressed by the New York 
Public Service Commission in Re Queens Borough Gas 
and Electric Company, 2 P. 8S. C. Ist D. (N. Y.) —, de-. 
cided June 23, 1911. Commissioner Maltbie in delivering 
the opinion of the Commission says: 


It has also been suggested that as the company did not set 
aside until recently a sufficient amount for depreciation, the 
rates should be fixed so high that depreciation in past years 
may now be made good. Prudent management unquestionably 
requires that if allowance has not been made in past years for 
depreciation, it should be made up from earnings as rapidly as 
_ possible. But the question is, whether present and future con- 
sumers should be taxed to pay the bill. The record does not 
show that the earnings were not sufficient to allow deprecia- 
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tion to be set aside and yet yield a fair return upon value; and 


if the stockholders have received what should have been used 


to meet depreciation, the consumers are not at fault. 


§ 484. Accrued depreciation—Washington Supreme Court in 
Electric Railway Rate Case, 1911. 

Puget Sound Electric Railway v. Railroad Commission, 
64 Wash. —, 117 Pac. 739, 748, decided September 16, 
1911, is an interurban railway rate case. The court sus- 
tained the rates fixed by the Railroad Commission of 
Washington. The court sustained the Commission’s al- 
lowance of 25% of the gross receipts for annual deprecia- 
tion and replacement, as against the claim of the company 
that this amount would not in fact meet the renewals and 
replacements required in the immediate future. The 
court held however that the traffic of the future should not 
be required to bear the burden of deterioration already 
accrued. Judge Morris in delivering the opinion of the 
court says (at page 748): 


Assuming the same volume of business to continue, and 
adopting the gross earnings from freight and passengers for 
the year 1909 at $648,547.75, as shown by the report of that 
year, the commission found that 25 per cent. of these gross 
earnings. or $162,136.94, should be charged to operating ex- 
penses to cover depreciation and replacement. ‘This item is 
attacked by appellant, it claiming that it should be allowed at 
least $180,000 for this item. 

We have carefully and with painstaking attention gone over 
the evidence submitted upon this point, and as a result we 
are satisfied that, after making all proper allowances to reach 
an estimate of this character, the amount found by the com- 
mission is as nearly correct as it is possible to determine. Appel- 
lant contends in this connection that the commission has en- 
tirely lost sight of the fact that during the next few years money 
will be required for renewals in excess of the average annual 


revenue, occasioned by the fact that the railway has heretofore 
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been unable from its revenues to set aside an annual renewal 
fund upon which it can then draw for necessary replacement. 
(1) It is unquestionably true that the railway company is 
not bound to see its property gradually deteriorate in value 
and earning power without making provision out of its earn- 
ings to keep its usefulness unimpaired; and that it can properly 
charge an annual sum to care for necessary depreciation and 
waste, and have such sum allowed in any determination of 
what is a proper return upon its investment to be approximated 
in fixing its rates of carriage. But we cannot concede that in 
so doing it can make the traffic of any future year or years bear 
all the burdens of the deterioration of past years. Each year 
should carry the burden of its own wear and tear, and thus, when 
renewals become necessary, the burden is equally borne by all 
contributing features. As we read it, the Supreme Court of the 
United States has so held in Knoxville v. Knoxville Water Co., 
212 U.S. 1, 14, 29 Sup. Ct. 148, 152, 53 L. ed. 371, where, in 
treating alike question, it is said: ‘‘If, however, a company fails 
to perform this plain duty and to exact sufficient returns to keep 
the investment unimpaired, whether this is the result of un- 
warranted dividends upon overissues of securities, or of omis- 
sion to exact proper prices for the output, the fault is its own. 
When, therefore, a public regulation of its prices comes under 
question, the true value of the property then employed for the 
purpose of earning a return cannot be enhanced by a considera- 
tion of the errors in management which have been committed 
in the past.”” Accepting, therefore, the contention of appellant, 
that it is shown that from $140,000 to $160,000 will be required 
annually for the next three to five years for renewals and re- 
placement, such an expenditure will not be made necessary by 
the deterioration and waste of those years alone; but the condi- 
tions necessitating renewals and replacement are the result of the 


years of wear and tear that have gradually taken place since the ~ 


operation of the road first began, and each year contributing to 
such a condition should be charged with its proportionate share 
of the burden. That 25 per cent. of the earnings is a sufficient 
sum to be set aside each year as a depreciation and renewal fund 
is clearly established by the testimony; and, had this sum been 


_. eats 
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so set apart each year, there can be little doubt but that the 
company would now have on hand a sufficient amount to care 
for all its present and future needs properly chargeable to such 
fund. While the question is more of an economic than a legal 
one, and hence difficult of determination in a judicial inquiry, 
we are satisfied that no injustice has been done appellant in this 
finding. 


§ 485. United States rule as to depreciation allowance in as- 
sessing corporation income tax, 1911. 

The United States Commissioner of Internal Revenue 
under date of December 15, 1911, issued a synopsis of 
decisions relating to the special excise tax on corporations. 
This synopsis contains the following rule: ? 


83. Depreciation to be an allowable deduction in the return 
of annual net income of a corporation must be charged off on 
the ledger of the corporation, so as to show a reduction in the 
- capital assets of the corporation to the extent of the depre- 
ciation claimed. 

84. Deduction on account of depreciation of property must 
be based on lifetime of property, its cost, value, and use, and 
must be evidenced by a ledger entry and a like reduction in 
the plant and property account with respect to which the de- 
preciation is claimed. 


§ 486. Wisconsin Railroad Commission—Discussion of an- 
nual allowance—Sinking fund method—Maintenance 
accounts. 

In State Journal Printing Company v. Madison Gas 
and Electric Company, 4 W. R. C. R. 501, decided 
March 8, 1910, the Wisconsin Railroad Commission dis- 
cusses at considerable length the annual allowance for 
depreciation.? The Commission says (at pages 599-611): 


2See Treasury Decisions, December 21, 1911, Volume 21, no. 25, pp. 
57-68. 
- 8In Payne et al. v. Wis. Tel. Co., 4 W. R. C. R. 1, decided Aug. 3, 1909, 
- the Wisconsin Railroad Commission discusses at considerable length de- 
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The allowance for depreciation will depend, to some extent, 
upon the practice of the company regarding its maintenance ac- 
counts. The distinction as to what are repair items and what is 
depreciation, is not always clearly drawn, and practice has dif- 
fered as to just where the cost of certain renewals should be 
charged. This has been especially true where utility companies 
have been free to designate their own accounting practice. In 
a measure the expenditures for repairs and depreciation must 
complement one another and together be sufficient to maintain 
the property as closely as possible to its initial efficiency and 
value. If the cost of repairs is low, the company has evidently 
been relying upon the depreciation allowance to meet minor 
replacements; if the cost is large, it is possible that the repair or 
maintenance accounts have been designated to care for im- 
portant renewals. Generally speaking, the latter course has 
been that usually followed, and companies have evidently pre- 
ferred extending the scope and purpose of the maintenance ac- 
counts to making distinct and separate provisions for deprecia- 
tion. These facts are of importance and should be carefully 
ascertained in each particular case. 

As stated, witnesses for the respondent contended that no 
allowance could be made for the amount the depreciation re- 
serve would earn before it was called upon to meet replacements. 
Such interest accumulations, it urged, as are anticipated and 
usually discounted for in estimating reserves, were not to be 
expected in providing for the loss due to depreciation. It was 
stated that the new extensions required each year were properly 
financed through the depreciation reserve, that such expendi- 
tures offset the estimated loss occurring in the plant for the 
current year, and that the frequency with which replacements 
were necessitated left little opportunity for accrued interest. 
The difficulty in properly accounting for an accumulated reserve 
was cited as an added objection. In other words, respondent 
claimed an allowance for depreciation estimated on a so-called 
straight line basis rather than on a compound interest curve 
basis. 


preciation as applied to a telephone plant and methods of computing 
depreciation. 


§ 486] ANNUAL DEPRECIATION ALLOWANCE Ail 


Much might be said on both sides of this question. The 
- amount any reserve will earn depends upon the manner in which 
it is invested and upon the length of time it is allowed to remain 
undisturbed. Replacement in an electric plant, and in a meas- 
ure in a gas plant, is of necessity frequent. Utilities built up by 
piecemeal construction are subject to piecemeal replacements, 
and the probable lives of the separate items of equipment, rang- 
ing as they do from about two to about one hundred years, | 
makes the process of renewals a continuous one. The oppor- 
tunity for interest accumulation, then, is only possible when the 
amount necessary to provide for replacement falls short of the 
amount actually reserved for that particular year... . 

Results obtained from other plants seem to substantiate the 
conclusion that the opportunity for interest accumulation to 
the depreciation reserve varies with the composite life of the 
plant. In fact, the reasons why the relation between the amount 
set aside each year for the depreciation and the average yearly 
balance in this fund is nearly twice as great for the gas as for the 
electric plant, can be largely traced to the fact that the average 
life is much greater for the former plant than for the latter. 
These facts indicate that depreciation can, with justice, be com- 
puted on a higher sinking fund rate for plants having a long life 
than for plants having a short life. . .. 

It seems certain, however, that under the law it is not the pur- 
pose of the depreciation reserve to indemnify public utilities 
against all possible losses in capital value. Undoubtedly such 
losses as wear and tear, abrasion, corrosion, deterioration due to 
time and the elements, and other items of this character, are a 
part of the cost of producing the services rendered and should 
therefore be borne by the consumers. This would also seem to 
be true of obsolescence due to progress in the art, especially 
when the cost resulting therefrom is not offset by increased 
efficiency evidenced either by increases in the earnings or reduc- 
tions in the operating expenses. Inadequacy due to the growth 
of the business, particularly when it results in net losses to the 
utility, would also seem to come in this class. Losses, on the 
other hand, which are due to unnecessary errors in the con- 
structing and equipping of plants, to lack of ordinary economy, 


\ 
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foresight and efficiency in the management, would not seem to 
be proper charges to operating expenses. Many other losses, 
such as those due to unforeseen competitive conditions, strikes 
and unexpected contingencies, and accidents of various kinds, 
are too problematic in character to be dealt with through the 
depreciation fund alone. 

The fact that the renewals at some period in the near future 
may be exceptionally heavy, does not constitute good ground 
for either a temporary or permanent increase in the regular al- 
lowance for depreciation in this case, when this allowance is 
large enough, when taken year by year, to keep the value of the 
property intact. As has already been shown, the earnings of 
these plants in the past have been sufficient to cover operating 
expenses, including depreciation, and rather handsome returns 
on the investment. Reference has also been made to the fact 
that, while depreciation has been earned, the amounts actually 
set aside for this purpose are not large enough to cover such 
depreciation in the property as has actually taken place. These 
references to past earnings and depreciation are true and amply | 
supported by the facts. If the money that has thus been earned 
for depreciation had been set aside for the purpose, there would 
now have been on hand in the depreciation fund an amount that 
would even more than equal the demands for reneWals in the 
near future. The fact that the respondent, under the conditions 
named, has neglected to set aside this money for past deprecia- 
tion, by no means justifies it in loading it on the consumers in 
the future. On the contrary, the facts and circumstances in 
this case appear to be such as to require that such deficits as 
may now exist between past depreciation and the amount ac- 
tually set aside for the purpose of meeting it, should be made up 
by the stockholders and not by the consumers. This conclusion, 
it would seem, should not be materially affected by the way in 
which the amount thus earned for, but not set aside for, de- 
preciation has been used, or by whether it has been invested for 
new extensions or paid out in the form of other capital charges. 
It appears that any use of this fund by which it is permanently 
diverted from the use for which it is intended, is a violation of 
the principle upon which such funds rest and contrary to the re- 
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quirements for which they are built up. This position would 
seem to be sound from an economic point of view and equitable 
as between the investors in the plants and the consumers. 


§ 487. New York Public Service Commission—Maintenance 
account includes many renewals—Sinking fund method 
—Functional depreciation. 

In re Queens Borough Gas and Electric Company, 2 
P.S.C. Ist D. (N. Y.) —, decided June 23, 1911, Com- 
missioner Maltbie points out the necessity of considering 
the very large amounts included for renewals in the main- 
tenance accounts in determining the annual allowance for 
depreciation.* He says: 


Experience has shown that the straight line method for de- 
preciation produces a larger fund than is necessary. Firstly, 
some portion of the annual loss is made good by renewals and 
replacements regularly included in maintenance and already 
allowed for in the operating expenses. There are difficulties, 
however, in ascertaining the precise amount of depreciation 
thus made good by maintenance. The system of accounts pre- 
scribed by the Commission defines repairs as follows: 

“When through wear and tear or through casualty it be- 
comes necessary to replace some part of any structure, facility 
or unit of equipment, and the extent of such replacement does not 
amount to a substantial change of identity in such structure, 
facility or unit of equipment, the replacement of such part is to 
be considered a repair and the cost of such repair is to be treated 
as an operating expense and must not be charged as a replace- 
ment in any capital account.” (Section 15.) 

It is further provided that ‘‘where capital is substantially con- 
tinuous and cannot be satisfactorily individualized it shall be 
kept in efficient operating condition through repair and the 
renewals and replacements of parts thereof shall be considered 
repairs.” In addition to this general rule, the system of ac- 


' 4'This subject is also discussed by Commissioner Maltbie in Mayhew ». 
Kings County Lighting Company, 2 P. 8. C. Ist D. (N. Y.) —, Octo- 
ber 20, 1911. 
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counts for electric companies distinctly provides that renewals 
of the electric line (poles, fixtures, cables and wires of the trans- 
mission and distribution systems) shall be included in main- 
tenance, as it would be unduly troublesome to ask companies to 
keep a separate record of each pole or stretch of trolley wire. 
From the detailed figures of annual deterioration submitted by 
the appraisers, it appears that $8,500, or fully one-fourth of the 
total straight-line depreciation of the electric plant, proceeds 
from the poles and fixtures and transmission and distribution 
systems. In the case of various other classes of equipment like 
boilers, piping and other accessories, partial replacements are 
made and charged to maintenance which in the course of time 
will completely replace the exhausted capital. So extensive, 
indeed, are the partial replacements and renewals usually in- 
cluded in current maintenance that many of the largest corpora- 
tions under the supervision of the Commission have taken the 
position that no special depreciation fund is required in their 
cases. 

It may be noted that in the vear 1910 the amount expended 
by the Queens Borough Company for renewals and replace- 
ments not included in maintenance was only $1,306, all of 
which was on the gas plant. While provision must be made for 
the future replacement of large units such as gas holders, power 
plant equipment, etc., it would appear that the annual expendi- 
tures- for replacements for the present are likely to be com- 
paratively small, and that any fund set aside for future replace- 
ments could be invested and interest thereon compounded. 
The annual contribution to a 4 per cent. sinking fund to take 
care of all replacements, according to the above table, would 
be only $40,000 for both departments and the annual contribu- 
tion to a 5 per cent. sinking fund (5 per cent. being the rate of 
interest which the company pays on its own bonds) would be less 
than $37,000. If the company were to invest the fund in its own 
property and if a fair return were to be computed at 7 or 8 per 
cent., the amount to be set aside annually would be considerably 
less. 

However, experience seems to prove that in actual practice a 
sinking fund will not accumulate as rapidly as the tables in- 
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dicate. There are usually withdrawals in early years which 
decrease the rate at which the amount compounds. There are 
also occurrences which cannot be foreseén but against which 
some provision should be made. Allowance having been made 
for all of these factors, the amounts used in the preceding com- 
putations are considered unusually fair to the company and 
should provide against depreciation of all kinds, including 
obsolescence, inadequacy and other contingencies. It is prob- 
able that in the future those amounts should be reduced. 


§ 488. Allowance on sinking fund plan rejected in Louisville, 
Ky., Telephone Rate Case, 1911. 

In Cumberland Telephone and Telegraph Company ». 
City of Louisville, 187 Fed. 687, 655, decided April 25, 
1911, District Judge Evans in fixing the annual deprecia- 
tion allowance at 7% rejects:the sinking fund theory of 
accumulation. He says: 


Of course our estimate could not be based upon the proposi- 
tion that the per centum set apart to cover depreciation would 
be deposited in bank or loaned out from year to year so as to 
accumulate and be on hand at the end of 14 years, and to be 
then used to construct an entirely new plant, and so on from 
period to period. In such a case the public would not only have 
a service that would progressively grow worse until its operations 
ceased altogether, but it would thereafter get no service at all 
until a new plant replacing the old could be completed and put 
into operation. The question rather has been, What does ex- 
perience show to be the proper average per cent. of annual earn- 
ings which the company should expend in order to insure that 
its plant at the end of 14 years will be as good as it now is, and 
in the meantime render to the public that good service which its 
duty to the public requires? 


§ 489. Depreciation must be deducted to determine net in- 
come—New York courts in Franchise Tax Cases. 

The case of People ex rel. Jamaica Water Supply Com- 

pany v. Tax Commissioners involves the valuation of a 
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special franchise under the peculiar terms of the New York 
Statute for the taxation of the special franchises of public 
service corporations. In determining the value of the 
special franchise, the net earnings rule is applied and in 
determining net earnings the question of the annual 
allowance for depreciation naturally arises. When the 
case came up in the Appellate Division of the Supreme 
Court, Judge Kellogg in delivering the St of the 
court said: ® 


The net income of a corporation for dividend purposes can- 
not be determined until all taxes, depreciation, maintenance 
and up-keep expenditures have been deducted. Otherwise 
the dividend is not paid from the earnings but by a deprecia- 
tion of the capital account. To earn a dividend and be honest 
with itself, its stockholders, its creditors and the public it has 
to serve, a corporation cannot distribute earnings at the ex- 
pense of its capital. If a corporation, year after year, should 
distribute its earnings, after deducting expenses, making no 
allowance for taxes or the replacement or up-keep requirements 
of the plant, in time its entire capital would be gone by the 
payment of unearned dividends. The value of the property 
of the company, especially its franchise and good will, cannot 
be ascertained until the franchise tax and all the other taxes 
and a proper replacement or up-keep fund has been deducted 
from the current earnings. If this is not done, an attempt to 
arrive at the value of property, based upon its net earnings, is 
deceptive. . . . Perhaps the evidence would justify the con- 
clusion that the amount allowed for maintenance is sufficient 
to replace from time to time as may be necessary, the mains, 
hydrants and some of the other tangible property of the com- 
pany. But it must have expensive pumps and machinery and 
other property which is liable to serious depreciation by use, 
and in time to actual destruction, so that prudence would re- 
quire that each year a certain reasonable sum be laid aside as a 
replacement or up-keep fund for such contingencies as are not 


5128 App. Div. (N. Y.) 13, 17, 112 N. Y. Supp. 392, September 17, 1908. 
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covered by the ordinary maintenance charges. If such fund 
is not maintained the property is being robbed for the pur- 
pose of paying the dividends or exaggerating its paper value. 


The case came before the Court of Appeals and Judge 
Willard Bartlett in delivering the opinion of the court 
concurs in the view of the Appellate Division that de- 
preciation must be deducted in order to determine net 
earnings. Judge Bartlett says: ° 


(2) In the deduction made by the referee for expenses there 
is an item of $3,789.37 under the head of maintenance, and it 
is clear that this does not include a proportionate allowance 
on account of the general depreciation of the plant which will 
ultimately require replacement. We suppose that judicial 
notice may be taken of the fact that in the conduct of many 
industrial enterprises there is a constant deterioration of the 
plant which is not made good by ordinary repairs which, of 
course, operates continually to lessen the value of the tangible 
property which it affects. The amount of this depreciation 
differs in different enterprises, but the annual rate is usually 
capable of estimate and proof by skilled witnesses. No cor- 
poration would be regarded as well conducted which did not 
make some provision for the necessity of ultimately replacing 
the property thus suffering deterioration; and we cannot see 
why an allowance for this purpose should not be made out of 
the gross earnings in order to ascertain the true earning ca- 
pacity. 


§ 490. Sinking fund plan rejected by New York court in Tax 
Case, 1911. 

People ex rel. Manhattan Railway Company v. Wood- 
bury, 203 N. Y. 231, 96 N. E. 420, decided October 17, 
1911, is also a special franchise tax case. In order to de- 
termine the value of the special franchise under the net 
earnings rule it was necessary to make allowance for an- 
nual depreciation. The courts below had provided for an- 


6 196 N. Y. 39, 57, 89 N. E. 581, decided October 19, 1909. 
24 
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nual depreciation on the sinking fund basis but the Court 
of Appeals decided by a divided court that the annual 
allowance for depreciation should be estimated on the 
straight line basis. Judge Gray in delivering the opinion 
of the court says (at page 235): 


The courts below determined that the relator was entitled 
to make annual depreciation charges, amounting in the case 
of the borough of Manhattan to the sum of $360,613.65 and 
in the case of the borough of The Bronx to the sum of $37,435.67, 
for the purpose of creating a fund to provide for the deprecia- 
tion of its various properties; upon which interest at four per 
cent., compounded, would produce a sum, at the termination 
of the ascertained physical life of the several classes of prop- 
erty, equal to the cost of the particular property. While I am, 
personally, of the opinion that the creation of such an amorti- 
zation fund furnishes the best rule for adoption in such a case 
as this, in working out the value of special franchises, the ma- 
jority of my brethren entertain a different view. They think 
that the annual allowance for depreciation should be computed 
by dividing the values of the various kinds of tangible property 
by the number of years of their respective estimated physical 
lives and that will be the opinion of the court. 


Judge Haight in a concurring opinion expressed his objec- 
tion to the sinking fund method as follows (at page 239): 


The Special. Term in this case, however, adopted a plan of 
amortization upon which an annual sum was authorized to be 
set apart as a sinking fund, which, by compounding the interest 
thereon for a period equal to the life of the structure, tracks, 
engines, machinery and rolling stock, would at the end of that 
period create a fund sufficient to replace the property. The 
difficulty with such holding is that railroad corporations do 
not reconstruct their railroads and rolling stock in that way. 
In order to afford proper protection to the public they are re- 
quired to maintain a high state of efficiency both in roadbed 
and rolling stock. The relator’s railroad has been in existence 
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already for about thirty years and some portion of its property 
has already suffered from decay and use to such an extent that 
portions thereof have to be reconstructed and made new each 
year. Old ties have to be removed and replaced with new ones; 
old rails that have become worn and battered have to be re- 
moved and their places supplied with new rails and so the work 
of reconstruction progresses from year to year. It is not the 
waiting forty or sixty years to reconstruct, during which time 
the amount set apart as a sinking fund may be doubled many 
times over by compounding the interest, but it is the annual 
expenditure for reconstruction which is to be paid for at the time 
that the construction is made. To illustrate: Suppose the aver- 
age life of the tangible property of a railroad, outside of the 
land itself, to be sixty years and the cost of reconstruction to 
be sixty million dollars, it would follow that one million dollars 
would have to be used each year in reconstruction and that 
amount would have to be annually used for that purpose, but 
under the plan adopted in this case, instead of deducting from 
the gross earnings the amount necessarily expended for that pur- 
pose, asmall fraction of that sum, viz., $4,200, only is allowed 
to be deducted, a sum which, with the interest compounded 
for the next sixty years would amount to a million dollars. 
Under such a plan the company would be practically prohibited 
from annually constructing a portion of its road and thus pre- 
vented from keeping it in that state of efficiency which the pub- 
lic demands. Of course the necessities of reconstruction vary 
from year to year; some years it may be greater than others, 
but the assessors each year can easily ascertain the sum re- 
quired for that purpose. I think, therefore, that we should 
adhere to the rule sanctioned in the Jamaica case, amd that a 
gross sum should be deducted annually for the purposes of re- 
construction. 


§ 491. Allowance for functional depreciation—New York 
courts in Tax Cases. 
People ex rel. Queens County Water Company v. Wood- 
bury, 67 Misc. (N. Y.) 490, 123 N. Y. Supp. 599, Su- 
preme Court, Kings County, May 20, 1910, is a proceeding 
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to review the action of the State Board of Tax Commis- 
sioners in assessing the franchise of the Queens County 
Water Company. In discussing a proper allowance for 
depreciation under the net earnings rule for the determina- 
tion of the value of a special franchise, Judge Blackmar 
says (at page 493): ! 

(1) The relator claims that there should be deducted from 
the gross earnings the sum of $34,843.05 as depreciation of 
‘depreciable property”’ for the year under consideration, while 
the city allows but $11,494.88. The relator’s evidence on this 
subject consists of estimates made by its engineer for a num- 
ber of years showing an annual depreciation in the plant of five 
and seven-eighths per cent. ‘The city’s evidence consists of 
an elaborate table in which physical depreciation is figured 
out with respect to the life of the different items of relator’s 
depreciable property. The difference in the result is princi- 
pally due to the inclusion by the relator of functional depre- 
ciation or obsolescence whereas the evidence of the city is con- 
fined to physical depreciation only. So long as depreciation — 
of property is a proper factor to take into account in determin- 
ing the net earnings, I cannot see why the rule should not be 
applied as well to functional as to physical depreciation. In 
both cases the property becomes valueless because no longer 
capable of being applied to the purposes for which it was de- 
signed. It would be a false system of accounting which did 
not take into consideration the destruction of the value of 
property from whatever cause, so long as that cause is in con- 
stant operation and can be foreseen with reasonable certainty. 
A loss due to functional depreciation is incurred in the operation 
of the business and, therefore, should be charged as an expense 
of operation. City of Knoxville v. Knoxville Water Company, 
212 U.S. 1. Machinery which to-day is sufficient for its pur- 
pose may become scrap iron through the development of in- 
ventions; and so pipes and mains, sufficient for a system of water 
supply as it now exists, may become valueless through changes 
in the conditions under which it is used. Because an iron pipe 
will lie fifty years in the ground without disintegration, it does 
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not follow that the pipe will be of value to the company for 
fifty years. The conclusion reached as the result of actual ex- 
perience seems to be more reliable. I am, therefore, inclined 
to approve the estimate of the relator as to the depreciation 
in preference to that of the city. 


For the purposes of this case, however, Judge Blackmar 
rejected the net earnings rule and confirmed the assessment 
made by the State Board of Tax Commissioners. 

People ex rel. Brooklyn Heights Railroad Company ». 
Tax Commissioners, 69 Misc. N. Y. 646, 127 N. Y. Supp. 
825, decided December, 1910, is also a special franchise tax 
case. The value of the special franchise was determined 
under the net earnings rule. The referee had refused to 
allow a deduction for functional depreciation. Judge La 
Boeuf, however, argues strongly in favor of the necessity 
of an annual allowance for this purpose in order to deter- 
mine the net earnings of the company. Judge La Boeuf 
says (at page 655): 

The second deduction made by the referee was the allowance 
of but 8 per cent. instead of 10 per cent. as covering return and 
depreciation of all tangible property employed. From the 
briefs submitted it appears that this was done upon a theory 
that, taxes being allowed in full, relator was entitled to 6 per 
cent. return, 2 per cent. depreciation and no deduction what- 
ever for obsolescence and inadequacy. 

It is claimed by the city that the theory of a charge off for 
obsolescence, as distinguished from depreciation from ordinary 
wear, is not supported by authority in the State of New York 
or elsewhere. Several Federal cases are cited by the city as sus- 
taining this proposition, but reliance is chiefly placed on the 
opinion of the referee in the Third Avenue case. The Federal 
cases lay down no such definite doctrine. They are to be con- 
strued in the light of the facts involved and the relief desired. 
On the proposition that a public service corporation may fairly 
be allowed to make such deductions from its annual earnings as 
will prevent the need of issuance of additional securities to re- 
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place depreciated capital, more pertinent doctrine may be found 
in Knoxville v. Knoxville Water Company, 212 U.S. 1. 

But in the Third Avenue Railroad Company case Judge Hall 
is stated to have said: ‘“‘There is no suitable way by which a 
sum of money could be deducted from earnings and set apart 
yearly to provide against change of type of road, machinery or 
cars; there is no way of saying when, if ever, such a change might 
occur or its cost.” 

He was evidently moved to this statement by some claim 
made as to great outlay incident to the change in a short period 
of time from horse cars to cable cars, and from cable cars to 
electricity. 

The theory does not appear to be discussed by the Appellate 
Division in People ex rel. Third Avenue Railroad Company v. 
State Board of Tax Commissioners, 186 App. Div. 159... . 
If Judge Hall’s decision is to be construed as laying down the 
rule that no allowance shall be made for any obsolescence or 
inadequacy not yet sustained, but capable of reasonable ascer- 
tainment for the future, it does not appear to me to be consist- 
ent with the expressed policy of this State. As surely as human- 
ity travels to the grave, the machinery and equipment of a 
public service corporation travel toward the scrap pile. The 
plant and structures depreciate in less degree but as certainly. 
This is ordinary depreciation. But another form of depreciation 
in the case of properties here being valued takes place. The 
machinery or equipment, while still capable of years of service, 
becomes inadequate to do the work demanded—not only by 
the corporation, but by the law itself. In the case particularly 
of electrical machinery, the type becomes obsolete by reason of 
invention, and increasing public demands frequently require in 
aid of safe and adequate service that the obsolete appliance or 
equipment give way to the new. Property which in itself may 
be almost indestructible in the hands of a public service corpora- 
tion may be required to be replaced by the requirements of the 
public which the corporation serves. These requirements for 
change of plant, structure and equipment and their replace- 
ment, can be and are made by the State itself. Some of these 
changes are capable of definite ascertainment. Others are not 
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so readily ascertainable. Many of them, however, may be pro- 
vided against for the future by setting apart from gross earnings 
a reasonable sum to create a reserve against the day when they 
shall come. 


Judge La Boeuf then refers to the fact that the account- 
ing system for this company as prescribed by the Public 
Service Commission for the First District requires the 
company to charge out of its earnings an amount which it 
deems adequate to cover not only wear and tear but ob- 
solescence and inadequacy. However, in a similar case, 
Manhattan Railway Company v. Woodbury, 203 N. Y. 
231, 96 N. E. 420, decided October 17, 1911, it might ap- 
pear from the concurring opinion of Judge Haight that in 
making the allowance for depreciation nothing was allowed 
for inadequacy and obsolescence or functional depreciation. 
Judge Haight says (at page 240): 


I am aware that some corporations have in the past met with 
heavy losses by reason of their machinery becoming obsolete. 
This is especially true with reference to those corporations using 
electricity for power and other purposes. Such use is the result 
of modern inventions which have been improved from year to 
year, thus rendering obsolete and practically useless expensive 
dynamos and machinery, but there is a difficulty in making any 
estimate as to the amount of depreciation in the assessable value 
of tangible property which may result from future invention, 
and, therefore, this species of property should be left to be con- 
sidered when such depreciation actually occurs. 


§ 492. Three per cent. depreciation allowance required by 
Massachusetts statute for municipal lighting plants. 
The Massachusetts statute governing municipal light- 
ing plants requires the municipal authorities to set aside 
as an annual depreciation allowance 3% on the cost of the 
plant exclusive of land and water power, “‘or such smaller 
or larger amount as the Board of Gas and Electric Light 
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) 


Commissioners may approve.”’ The fund may be used for 
replacements and renewals in excess of ordinary repairs 
or for betterments and additions.’ The depreciation 
allowance was reduced from 5% to 3% by the amendment 
of 1906, Chapter 411. 


§ 493. Six per cent. allowance in Chicago Street Railway As- 
sessment Case, 1902. 

The case of Chicago Union Traction Company »v. State 
Board of Equalization, 114 Fed. 557, 561, decided April 4, 
1902, involves the assessment of public utility companies — 
for purposes of state taxation. The law provided for an 
assessment of the capital stock and franchises. Circuit 
Judge Grosscup granted a preliminary injunction but 
required the companies pending the final determination 
of the case to pay a tax for the year in question based on a 
capitalization of net earnings. In order to determine the 
net earnings of a street railway, Judge Grosscup states 
that it is proper to deduct 6% annual depreciation on cars, 
tracks and machinery. Judge Grosscup says (at page 561): 


Except in the case of the Union Traction Company, it is not 
shown whether the net earnings thus reported have made allow- 
ance for current depreciation in the tangible property. In the 
case of the Union Traction Company, by our direction, an 
annual reduction, equal to six per cent. of the current value of 
cars, tracks and machinery has been allowed. ‘This is not, in 
our judgment, an excessive allowance. Railway companies 
make such reduction each year on the book value of their cars; 
and it is the rate for depreciation adopted by the Tax Com- 
missions of some of the States. 


| § 494. Allowance in New York Street Railway Tax Case, 1909. 
People ex rel. Third Avenue Railroad Company v. Tax 


7See Massachusetts Revised Laws, Chapter 34, Section 21, as amended 
by Laws of 1905, Chapter 410, Section 4, and Laws of 1906, Chapter 411, 
and Laws of 1908, Chapter 486. 
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Commissioners, decided December 30, 1909, involves the 
valuation of a special franchise under the net earnings 
rule. Judge Kellogg says: § 


(6) The Jamaica Water Supply Company case establishes 
that a public service corporation, with reference to its property 
which will become worthless by use and must be replaced, is 
entitled to set aside each year from its earnings a reasonable 
sum to provide for its replacement. This is outside of the 
ordinary annual expenses for maintenance, renewals and re- 
pairs. The relator actually expended $260,097.36 for main- 
tenance, renewals and repairs, and was allowed in addition 
$200,000 to create a fund for the replacement of physical prop- 
_ erty which would be destroyed by use and must eventually be 
replaced. The defendants had access to the relator’s books and 
accounts, and if the expenditures actually made covered the 
same items which would naturally be provided for in the re- 
placement fund allowed, they had the opportunity to show the 
fact. The annual ordinary expenditures for repairs, replace- 
ments and renewals upon such a property cannot be assumed 
to make it unnecessary to provide a fund which will replace its 
engines, electrical equipment and other physical property 
which at some time must be replaced. The evidence justified © 
the court in determining that in addition to the $260,097.36 
actually expended during the year for ordinary repairs and 
maintenance of the property, $200,000 more would be required 
from the earnings of the year to replace property which in time, 
notwithstanding ordinary repairs, would become useless and 
must be replaced. Much of the relator’s property was com- 
paratively new; some of it was practically indestructible. It 
is but fair that the years in which there is little or no call for the 
replacement of property used, should contribute to a fund so 
that the year in which the property fails shall not be charged 
with its entire replacement. We cannot say from the record 


8 People ex. rel. Third Avenue Railroad Company v. Tax Commissioners, 
136 App. Div. 155, 158, Dec. 30, 1909; affirmed without opinion 198 N. Y. 
608. 
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that $460,097.36 is too large a sum to meet the ordinary annual 
maintenance, renewal and repairs and to provide such replace- 
ment fund. 7 


§ 495. Twenty per cent. gross receipts of street railway pre- 
scribed in Capitalization Case—New York Commission, 
1912. 

Re Amortization Accounts of Third Avenue Railway 
Co., 3 P. 8. C. Ist D. (N. Y.) 51, decided February 3, 
1912, is a case involving an accounting order issued subse- 
quent to the approval of an issue of securities after reor- 
ganization, by the New York Public Service Commission 
for the First District. The Commission ordered the com- 
pany to reserve at least 20% of its operating revenues 
for depreciation.’ The Commission says (at page 59): 


In the opinion of the Commission there should be reserved out 
of revenue for the upkeep of the property, including both current 
maintenance and future replacements, in accordance with the 
accounting rules of the Commission, at least 20 per cent. of the 
operating revenue of the Third Avenue Railway. This min- 
imum rate has been used in other mortgages and contracts; is 
practically the standard percentage used by engineers in ap- 
praising street railways, and more especially is the rate esti- 
mated by the chairman of the Reorganization Committee of the 
Metropolitan Street Railway Company. 

The Commission does not fix 20 per cent. as the maximum 
rate or as the rate applicable to all cases. Further, if this rate 
should prove to be too high after a number of years, the facts 
may be presented upon application to the Commission for a 
modification of this Order. But it is of prime importance that 
the situation into which the street railways of Manhattan 
drifted a few years ago be not repeated. Therefore, the Com- 
mission directs the company to provide and maintain two re- 
serve funds, one for depreciation and one for the amortization 


9 A similar requirement is prescribed in Re Metropolitan Street Railway 
Reorganization, 3 P.S. C. Ist D. (N. Y.) 113, 131, February 27, 1912. 
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of excessive capitalization, so that the bondholders may have 
property of some sort wherewith to reimburse the holders of se- 
curities. 


§ 496. Three per cent. allowance in Savannah Street Railway 
Fare Case—Georgia Railroad Commission, 1912. 

Savannah & Suburban Street Railway Improvement 
Association v. Savannah Electric Company, decided Jan- 
uary 5, 1912, by the Georgia Railroad Commission, is a 
street railway fare case. The application for a reduction 
in rates was denied. In regard to the annual allowance 
for depreciation, the Commission says: 


The commission is of the opinion that an annual allowance of 
three per cent. of the total valuation of the physical properties 
of an electrically operated city and suburban street railway 
system, for depreciation and obsolescence, is fair and reasonable, 
and this percentage we have allowed. 


§ 497. Five per cent. allowance in Columbus, Ohio, Electricity 
Rate Case, 1906. 

In Columbus Railway and Light Company v. City of 
Columbus, the report of the special master contains the 
following in regard to depreciation allowance (at page 
54); 10 


The evidence shows that in plants of the character of com- 
plainant, and in plants devoted to the furnishing of light and 
power by electric current throughout the country, this per- 
centage amounts to, and therefore, has, as a rule, been agreed 
upon as 5 per cent. of the total cost of the plant including real 
estate, where the real estate constitutes but a nominal portion 


10 Columbus Railway and Light Company »v. City of Columbus, no. 1206, 
in equity, Circuit Court of the United States, Southern District of Ohio, 
Eastern Division, Report of Special Master T. P. Linn, June 8, 1906. This 
is an application for an injunction against the enforcement of a city or- 
dinance reducing electricity rates. The Special Master reported in favor 
of a permanent injunction and his report was approved by the court with- 
out opinion. 
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of that cost, but one witness out of all those testifying on both 
sides putting it at less than this. , 

This percentage is not seriously controverted by defendant, 
and I find from the evidence that such percentage, viz., 5 per 
cent. upon the total value of the plant as found above, ig a fair 
and reasonable percentage to be deducted from its earnings 
annually for such depreciation, as a part of the necessary cost of 
manufacturing its product, or distributing its service, and to be 
deducted from the income of its business in determining its 
earnings. 


§ 498. One per cent. allowance on sinking fund basis in Des 
Moines, Iowa, Water Rate Case, 1910. 

In Des Moines Water Co. v. City of Des Moines, the 
master included an allowance of $15,000 a year to cover 
depreciation on the sinking fund basis.1!. This allowance 
- amounted to about one per cent. on the estimated present 
value of the physical property subject to depreciation. 


§ 499. One and seven-tenths per cent. allowance on sinking 
fund basis in Cedar Rapids, Iowa, Gas Rate Case, 1909. 

In Cedar Rapids Gas Light Company v. Cedar Rapids, 
144 Iowa, 426, 120 N. W. 966, 973, decided May 4, 1909, 


the court says: 


The expert accountant who testified in behalf of defendant 
allowed 5 cents per 1,000 cubic feet of gas manufactured for 
depreciation, and another, who had made a study of the dur- 
ability of different material, testified that if 1.7 per cent. of the 
value of the plant were put into a sinking fund drawing annual 
interest at 4 per cent. per annum, this would produce enough to 
replace the plant in 30 years. The amount allowed by the ac- 
countant approximates this percentage of the value, and we are 
of opinion that in view of the evidence adduced it will prove 


11 Des Moines Water Company v. City of Des Moines, no. 2468, in equity 
Report of George F. Henry, Master in Chancery, to the Circuit Court of 
the United States, Southern District of Iowa, Central Division, filed Sep- 
tember 16, 1910. Valuation of a water plant for rate purposes. 
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adequate for replacement of the different portions of the plant 
when this shall become necessary. Appellee insists that the 
average cost during the past five years should be adopted. 
This, including depreciation, would be $.6404 per 1,000 feet. 


The court upheld the validity of the rate in question. 
This decision was affirmed by the Supreme Court of the 
United States March 11, 1912 (223 U. S. 655). Justice 
‘Holmes in delivering the opinion of the court states that: 
‘““We perhaps should have adopted a rule as to depreciation 
somewhat more favorable to the plaintiff . . . but there 
is nothing of which we can take notice in the case that could 
warrant us in changing the result.” 


§ 500. Two per cent. allowance in Chicago Gas Rate Report 
by W. J. Hagenah, 1911. 

William J. Hagenah, in his investigation of the Peoples 
Gas Light & Coke Company of Chicago for the purpose of 
determining a reasonable rate of charge, fixes the annual 
amount to be allowed out of earnings to take care of de- 
preciation as follows (at page 76): ” 


On the basis of the above [composite] life of thirty-five years 
and the assumption that an accumulation for depreciation 
would be able to earn 4 per cent. interest, it would be necessary 
to set aside for this purpose 11% per cent. of the total depreciable 
property each year. While this amount would be sufficient to 
meet the replacements as they normally occur, it is probable, 
due to the uncertainties of a business which extends for seventy- 
five years into the future, that some allowance should be made 
for contingencies and almost certain departures from conditions 
upon which the table is based. The replacement of services and 
mains will doubtless cost more in the future, due to the im- 
provements in the streets, and the required reconstruction be- 
fore the property in many instances has reached the point of 

12 Report by William J. Hagenah on Investigation of the Peoples Gas 


Light and Coke Company, made to the Chicago Council Committee on 
Gas, Oil and Electric Light, April 17, 1911. 
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complete depreciation will mean added costs. For this reason 
it is more than probable that some equipment will be abandoned 
before the end of assumed life and also that improvements in 
the process of manufacture will render obsolete some of the 
property now in use. Based on those considerations an annual 
allowance of 2 per cent. on the depreciable property is sufficient 
to cover this requirement. Applying this percentage to the 
depreciable property in 1909 the allowance for depreciation is 
$642,487, which amount is considered as an operating expense 
and included in the adjusted income account. 


§ 501. Allowance in San Francisco Water Rate Case, 1911. 

In Spring Valley Water Works v. San Francisco, 192 
Fed. 137, decided October 21, 1911, District Judge Far- 
rington, in granting a permanent injunction against the 
rates in question, says (at page 186): 


I find the annual depreciation of this plant to be 1 per cent. 
per annum for cast iron pipe, 2 per cent. for wrought iron pipe, 
2.5 per cent. for pump engines, flumes and wooden structures, 
and 5 per cent. for boilers. Thus I have ascertained the annual 
depreciation to be $212,983. 


§ 502. Three per cent. allowance on straight line basis in Irri- 
gation Rate Case, 1911. 

San Joaquin and Kings River Canal & Irrigation Com- 
pany v. Stanislaus County, 191 Fed. 875, decided Septem- 
ber 18, 1911, is an action to enjoin the enforcement 
of water rates to be charged by an irrigation company 
fixed by County Boards of Supervisors.'® Circuit Judge 
Morrow says (at pages 886, 887): 


The complainant claimed that a fair and reasonable estimate 


48 A temporary injunction had been granted (San Joaquin and Kings 
River Canal & Irrigation Company »v. Stanislaus’ County, 163 Fed. 567). 
Subsequently the case was referred to a special master and the master 
reported in favor of the legality of the proposed rates and this finding is in 
the present case approved by the Circuit Court. 
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of the life of weirs, gates, bridges, buildings, and machinery and 
other perishable structures in complainant’s plant was 33 years, 
that an annual allowance should be made for such depreciation, 
and, on the basis that reproduction of these structures would 
cost $420,866.87, it is claimed that an annual allowance should 
be made of 2/33 of that sum, to wit, $12,748.08. The master 
found, as we have seen, that the cost of reproduction would be 
$315,515.14. He also found from the testimony that the aver- 
age life of the structures was 33 years. Dividing $315,515.14 
by 33 gives $9,561.06 as the average annual depreciation found 
by the master. Defendants objected to such an allowance on 
the ground that the complainant had entered in its maintenance 
account the expense incurred for repairs of structures, and that 
to allow complainant a sinking fund in addition would result in 
a double allowance for deterioration. The master was unable 
to distinguish between repairs and replacements in the main- 
tenance account, and found the complainant at fault in not 
keeping a separate account for replacements, and accordingly 
made no specific allowance for depreciation. . . . 

It seems to me that $9,561.06, the amount estimated by the 
master as the annual depreciation of the plant, should be 
specifically allowed, that there may be a clear understanding 
that the depreciation of the plant is provided for and allowed 
out of the earnings that the value of the property may be kept 
unimpaired by use. It will then remain in estimating for the 
annual allowance for maintenance to separate annual repairs 
from expenses incurred for replacements to prevent depreciation. 
This may be a difficult task, as the master has found with respect 
to the maintenance account now before the court. The distinc- 
tion between ordinary repairs and repairs made in substantial 
reconstruction of the plant may not be accurately drawn, but 
absolute accuracy is not required in such details. 


§ 503. Seven and three-tenths per cent. annual allowance— 
Massachusetts telephone appraisal for rate purposes, 1909 
—Discussion of depreciation. 

The report of D.C. and Wm. B. Jackson to the Massa- 


chusetts Highway Commission in regard to telephone 
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appraisal and rates, contains the following in relation to 
the annual charge for depreciation: !* 


This reconstruction is called for on account of several factors. 
The rotting of poles so that they must be replaced, the deteriora- 
tion of conduits, cables and wires so that they must be replaced, 
and the other effects of the elements and of use on every part of 
the plant ultimately bring nearly all parts of the telephone plant 
to a point where their further use is impracticable without re- 
building, however well cared for and carefully kept up by current 
repairs they may be. The part of the plant affected must then 
be bodily replaced. The advances occurring through improve- 
ments in the art also make an important factor in the telephone 
business, which demands the remodeling or the bodily replacing 
of parts of the plant from time to time before their natural life 
isrun. A third factor is introduced by the action of municipal 
and other public boards, which may order improvements of 
streets and roads, as by ordering good pole lines removed to 
alleys or wires placed underground. None of these factors can 
be cared for out of a uniform appropriation such as may cover 
ordinary repairs; and the cost of making good after special 
attacks of the elements, such as damage of pole lines from sleet 
storms, the effects of forest fires, etc., is still more capricious in 
its occurrence. Nevertheless, these expenditures must be made 
out of current receipts year by year or the capital of the com- 
pany is bound to become impaired. For this purpose the aver- 
age rate of reconstruction likely to be required over an extended 
period of years must be figured on the basis of experience, and a 
corresponding sum of money should be set aside each year, to 
be expended in reconstruction of operating plant as the condi- 
tions require it. Less than this amount may be used in some 
years and more in other years, but the amount to be taken from 
the gross receipts each year for this purpose should be fixed upon 
an average determined by the extent and value of each kind of 


14 Report of D. C. and Wm. B. Jackson to the Massachusetts Highway 
Commission on appraisal of the property of the New England Telephone 
and Telegraph Company, March 27, 1909. In 17th Annual Report Massa- 
chusetts Highway Commission, 1909, pp. 211, 215. 
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plant in the complete system. As a result of our study of the 
complete plant, we have applied percentages to each kind of 
construction involved, giving consideration to first cost, rate of 
depreciation, probable effects of rate of changes in the art and 
the acts of municipal bodies, special misfortunes caused by the 
elements, and also giving consideration to any salvage that 
might be recovered from discarded plant. The consideration of 
these various factors is based on experience in telephony and 
electric lighting of the past and as much judgment of the future 
as may be brought to bear. In this way we arrive at a figure for 
the average yearly reconstruction account for the property used 
in Massachusetts business, which is equal to 7.3 per cent. of the 
value of such property, exclusive of land, general supplies and 
working capital (net current assets and cash on hand). This 
makes a sum to be thus annually taken for reconstruction pur- 
poses in Massachusetts which amounts to $2,240,000 on the 
existing plant. 


§ 504. Seven per cent. allowance in Oklahoma Telephone 
Rate Case, 1911—Allowance to cover only current re- 
placement declared inadequate. 

In Pioneer Telephone and Telegraph Company v. West- 
enhaver, 118 Pac. 354, decided January 10, 1911, the Su- 
preme Court of Oklahoma reviews the action of the State 
Corporation Commission in reducing certain telephone 
rates. The court says (at pages 362, 363): 


As to the amount of expenditures made to take care of cur- 
rent repair and maintenance, there is no controversy; but ap- 
pellant contends that it should be permitted to earn annually, 
in addition to the amount necessary to make current repairs, 
asum sufficient to make good the annual depreciation, and to 
replace the parts of the property when they become so deterio- 
rated as to be no longer usable. All the evidence is to effect 
that there is at all times going on in a plant of this character 
a depreciation that cannot be overcome by repair. It is rare 
that any physical property impaired by time and use can be 
so repaired as to be equivalent to the same property new. There 


28 
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comes a time in the life of the physical units when they can no 
longer be made usable by repair, and they must be discarded 
and replaced by new properties, which requires the expendi- 
ture of capital. . . . The Commission refused to consider any 
sum as a separate item for depreciation, but allowed, in addition 
to the amount found necessary for current repair, approxi- 
mately $3,000, and treated current repair maintenance and 
reconstruction maintenance as one item, properly charge- 
able to the same account. ... The evidence discloses that 
appellant, during the year 1908, expended only the sum of 
$1,340.60 in replacing depreciated properties; and the Com- 
mission attaches much importance to this fact in finding that 
the approximate sum of $3,000, in addition to current repair, 
will be sufficient to cover depreciation. We do not think this 
finding is supported by the record. The sum of $1,340.60, ex- 
pended for replacement and reconstruction in 1908, does not 
represent the annual depreciation in all the property of that 
plant for that year. It represents only the cost of those units 
that had become so badly depreciated that they had to be re- 
placed during that year. All the other properties of the plant, 
not replaced during that year, such as poles, wires, cables, and 
switchboards, deteriorated some from use and from the expo- 
sure to the elements. This depreciation was not represented 
in the sum expended for reconstruction. . . . We think, under 
the evidence in this case, that 7 per cent. of the reproductive 
value of the physical property is fair and sufficient to allow for 
annual depreciation, which amounts to the sum of $6,626.45. 
In so finding, we fix no arbitrary rate as amount to be allowed 
for depreciation in all cases wherein are involved telephone 
properties. The amount allowed in each case muse, in a large 
measure, be determined by the facts therein. 


§ 505. Seven per cent. allowance in Louisville, Ky., Telephone 
Rate Case, 1911. 

In Cumberland Telephone and Telegraph Company »v. 

City of Louisville, District Judge Evans includes as an 


15 Cumberland Telephone and Telegraph Company »v. City of Louisville, 
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annual allowance for depreciation 7% on the depreciated 
property, amounting to $1,575,000. He stated that this 
percentage was adopted on the theory “‘that the average 
life of the combined elements which make up the plant is 
about fourteen years.” The depreciation allowance is 
therefore on the straight line method. 


§ 506. Missouri Supreme Court in Telephone Rate Case, 
1911. 

Home Telephone Company v. City of Carthage, 235 Mo. 
644, 139 S. W. 547, decided March 21, 1911, involves the 
validity of telephone rates fixed by city ordinance. The 
court sustained the validity of the rates. Fair value was 
based on cost of reproduction less an allowance for existing 
depreciation. The court questions the claim of the com- 
pany to an allowance of about 5% on the total fair value 
to cover annual depreciation, but does not doubt the 
necessity of some allowance for this purpose. Under the 
rates in question the estimate of the court showed earnings, 
without allowing for depreciation, 544% in excess of the 
6% fair return. In delivering the opinion of the court 
Judge Kennish says (at page 552): 


(8) Upon this question the right of complainant to deduct 
from the earnings, after allowing for all operating expenses, in- 
cluding maintenance and repairs of the property, a deprecia- 
tion fund of $4 per telephone per year, or about 5 per cent. of 
the total value of the property, becomes of primary importance. 

The theory of complainant is that before any return upon 
the investment can be considered, this depreciation fund, to 
cover what was termed “invisible rot,’’? must be taken from 
the earnings of the plant. Complainant’s testimony upon this 
point is not at all satisfactory. It shows that no such fund 
had been provided until two years before the trial, and even 


187 Fed. 637, 655, decided April 25, 1911. Suit to enjoin the enforce- 
ment of a rate ordinance. Injunction granted. 
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at the time of the trial no item of expense had ever been charged 
to that fund. When the direct question was asked complain- 
ant’s witness, an officer of the company, “‘ How much have you 
in that fund now, do you know?” an objection was made by 
complainant that there was “no purpose to this cross-exami- 
nation,” and the subject was pursued no further. The incon- 
sistency of complainant’s theory of an accumulation of such 
a fund is shown by the fact that while the sum of $5,000 per 
year, for two years, had been set apart out of the earnings as 
a depreciation fund, the plant was valued as new, and no de- 
duction whatever was made for depreciation as represented 
by the amount on hand in that fund. It is obvious that upon 
that theory a time would be reached when the depreciation 
fund would amount to almost the total value of the plant, and 
yet, in determining the reasonableness of the rates, the plant, 
which theoretically would be the victim of almost complete 
‘invisible rot,’ would be valued as new in determining ‘the 
reasonable value of the property at the time it is being used 
for the public,’ while no corresponding credit would be given 
for the depreciation fund on hand. 

It must be conceded that a wise and proper management 
of such a public utility as that under consideration requires 
and demands that a liberal sum should always be reserved from 
the earnings, whatever such fund may be designated, in order 
to keep the plant in-a high degree of efficiency at all times and 
to provide for emergencies. For this reason the owner of the 
public utility is entitled to such rates as will produce sufficient 
revenue to operate the plant and meet such charges and, in ad- 
dition, pay a reasonable return upon the value of the property 
in use. 


§ 507. Ten per cent. allowance in Arkansas Electricity Rate 
Case, 1911. 

Arkadelphia Electric Light Company v. City of Ark- 
adelphia, 96 Ark. —, 187 S. W. 1098, decided May 1, 
1911, is a suit to enjoin the enforcement of rates for elec- 
tricity fixed by city ordinance. Both the lower court and 
the Supreme Court of Arkansas upheld the validity of the 
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prescribed rates. Judge Kirby in delivering the opinion of 
the Supreme Court states (at page 1097) that “the testi- 
mony shows that 10% is not an unreasonable amount to 
be set aside as a reserve or sinking fund for repairs and 
replacement.” Estimating the value of the property at 
$16,000 he accordingly takes $1,600 as the annual de- 
preciation allowance. This decision is quoted more fully 
in § 767. 7 


§ 508. Depreciation allowance refused by California court— 
San Diego, Cal., Water Rate Case, 1897. 

In San Diego Water Company »v. City of San Diego, the 
lower court added to operating expenses an allowance of 
3'/3% for depreciation. This allowance for depreciation 
was expressly disallowed in a majority opinion and Judge 
Garoutte in a concurring opinion says: 


We are satisfied that this finding has no support in the evi- 
dence, even conceding the conclusion of law drawn therefrom 
sound. In the first place, the evidence develops that there 
can be no general depreciation of this plant as a whole. There 
are tunnels, wells, reservoirs, water rights, and real estate, 
amounting to more than one-half of the valuation of the plant. 
There is no depreciation of these things. There is no wear and 
tear; no permanent and gradual destruction by use and age. 
Most of them stand as everlasting as the hills. The theory of 
plaintiff in this regard seems to be that the life of a plant of 
this character may be approximated at 30 years, and that a 
sinking fund of one-thirtieth of its value should be collected 
from the ratepayers annually, and laid aside to be handed to 
the stockholders upon the sad occasion of its demise, as an al- 
leviating salve to their sorrow. But such a thing is all wrong, 


16 San Diego Water Company v. City of San Diego, 118 Cal. 556, 50 Pac. 
633, 642, decided October 9, 1897. Supreme Court of California. This 
case involves a valuation forrate purposes. ‘The lower court held the munic- 
ipal ordinance unconstitutional but was reversed by the Supreme Court 
and the cause remanded for a new trial. 


438 VALUATION [$ 509 


for it results in the consumers of water buying the plant, and 
paying for it in annual installments. 


§ 509. Depreciation allowance refused by Iowa court in 1902 
but approved in 1909. 
In Cedar Rapids Water Company v. City of Cedar 
Rapids the Iowa Supreme Court refuses to allow for a 
restoration or rebuilding fund. The court says: ” 


So, also, we may say we see no reason why plaintiff, in addi- 
tion to operating expenses, repairs, and other ordinary charges, 
should be allowed to reduce the apparent profits by deductions 
for a restoration or rebuilding fund. The setting aside of such 
a fund may be good business policy, and, if the company sees 
fit to devote a portion of its profits to that purpose (though, 
as we understand the record, no such fund has yet been created), 
no one can complain; but it is in no just sense a charge affecting 
the net earnings of the works. To hold otherwise is to say that 
the public must not only pay the reasonable and fair value of the 
services rendered, but must, in addition, pay the company 
the full value of its works every 40 years—the average period 
estimated by plaintiffi—for all time to come. 


This position is reversed by the same court in Cedar 
Rapids Gaslight Company v. Cedar Rapids, 144 Iowa, 426, 
120 N. W. 966, 972, decided May 4, 1909. This is a gas 
rate case. The court says: 


There can be no doubt as to the justice of some allowance 
for depreciation. A public service corporation is under no 
obligation to sacrifice its property for the public good. Nor 
is it bound to see its property gradually wasted by wear and 
decay without making provision for its replacement. It is en- 
titled to earn enough not only to meet the expenses of current 


7 Cedar Rapids Water Company »v. City of Cedar Rapids, 118 Iowa, 234, 
91 N. W. 1081, 1091, October 27, 1902. This case involves the constitu- 
tionality of an ordinance regulating rates. The decree of the district court 
is reversed and the validity of the ordinance sustained. 
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repairs, but also to provide means for replacing the parts of the 


_ plant when these can no longer be used. 


§ 510. Depreciation allowance apparently refused by United 

States Supreme Court in 1903 but recognized in later 
cases. 

In San Diego Land and Town Co. v. Jasper, 189 U.S. 


. 439, 446, decided April 6, 1903, the Supreme Court ap- 


parently refuses an annual depreciation allowance. Jus- 
tice Holmes says: 


We will say a word about the opposite contention of the 
appellant, that there should have been allowance for depreci- 
ation over and above the allowance for repairs. From a con- 
stitutional point of view we see no sufficient evidence that the 
allowance for six per cent on the value set by the supervisors, 
in addition to what was allowed for repairs, is confiscatory. 


However, in Knoxville v. Water Company, decided in 
1909, Justice Moody states that it is not only the right but 
the duty of a water company to charge rates adequate to 
provide for depreciation of all kinds. His statement is 
quoted at length above, § 431. The right of the company 
to an adequate allowance for depreciation is unmistakably 
recognized in the opinion by Justice Lurton in Lincoln Gas 
and Electric Light Co. v. City of Lincoln, quoted above 
in § 482, and also in the statement by Justice Holmes 
in Cedar Rapids Gaslight Company v. Cedar Rapids, 
March 11, 1912, quoted above in § 499. 
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Going Concern in Purchase Cases 


Purchase of Kansas City water plant, 1894. 

Kansas City water plant purchase—Opinion of Justice Brewer. 

Kansas City water plant purchase—Double allowance for estab- 
lished business. 

Kansas City water plant purchase—Justice Brewer’s decision not 
based on precedent. 

Justice Brewer in Railroad Tax Case, 1894, refers to additional 
value from operation as a single line. 

Massachusetts. Supreme Judicial Court, 1897—Purchase of New- 
buryport water plant. 

Gloucester, Mass., water plant purchase, 1899-1901. 

Gloucester appraisal upheld by Massachusetts court. 

Purchase of Holyoke, Mass., gas and electric plant, 1902. 

Rhode Island water plant purchase, 1901—Allowance for going 
concern refused. 

Mobile, Ala., water plant appraisal, 1903—No allowance for going 
value. 

Purchase of Norwich, Conn., lighting plant, 1904. 

Purchase of Galena, Kan., water plant, 1906. 

Maine water plant condemnation cases, 1902, 1904—Value of 
structure in use. 

Pennsylvania Water Plant Condemnation Case, 1909. 

Omaha v. Omaha Water Co., Supreme Court of the United States, 
1910. 

Summary. 


§ 520. Purchase of Kansas City water plant, 1894. 

The first case involving a separate allowance for going 
concern or going value is National Water Works Company 
v. Kansas City, decided in 1894.!_ This is still the leading 
case upon the subject. Under authority of a state statute, 
Kansas City, Mo., granted a franchise November 15, 1873, 


1 National Water Works Company v. Kansas City, 62 Fed. 853, 10 C. 
C. A. 653, 27 L. R. A. 827, 27 U.S. App. 165, July 2, 1894. 
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to the National Water Works Company for the erection 
and operation of a waterworks. The franchise provided: 
“if, at the expiration of twenty years from the time this 
grant shall take effect the same shall not have been re- 
newed, or the city shall not have become owner of said 
works, the city shall then be required to purchase and 
become sole owner of said water works as aforesaid, and 
pay therefor a price agreed upon by the parties, or ascer- 
tained as they may agree; or, if the price cannot be thus 
agreed upon, then the city shall pay the fair and equitable 
value of the whole works, to be ascertained by said cir- 
cuit or other court of record as aforesaid, in such manner 
as said court shall determine on the petition of either party 
for the purpose.’’ On the expiration of the franchise the 
city refused to renew it and the company applied to the 
court for an order requiring the city to purchase the 
plant. The court appointed two commissioners to ap- 
praise ‘‘the fair and equitable value of the whole works 
at the time.”’ The commissioners reported a valuation of 
$2,546,112. The Circuit Court of the United States for 
the western district of Missouri determined that the fair 
and equitable value of the whole works was $2,714,000. 
Both parties appealed to the Circuit Court of Appeals, 
Kighth Circuit. In arguing the appeal the city asked for a 
valuation based on cost of reproduction less an allowance 
for depreciation and existing defects, and the company 
asked for a valuation based on a capitalization of the 
net income. The court while rejecting the capitalization 
method conceded that something should be added for 
‘‘established business”’ and accordingly increased the val- 
uation to $3,000,000. 


§ 521. Kansas City water plant purchase—Opinion of Jus- 
tice Brewer. 
The case of National Water Works Co. v. Kansas City, 
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62)/Fed.: 853,40 *G..@A; 653,027, i Ri PA 82 eee 
S. App. 165, decided July 2, 1894, United States Circuit 
Court of Appeals, was argued before Circuit Justice 
Brewer, Circuit Judge Sanborn and District Judge Thayer. 
Justice Brewer states the conclusions of the court (at 
page 864): 


The difficult question, however, still remains; and that is, 
what is “the fair and equitable value” which, by the statute and 
the ordinance, the city is to pay for the water works? This 
amount was found by the Circuit Court to be $2,714,000. The 
company insists that the test is to take the income or earnings, 
and capitalize them. The earnings pay 6 per cent. on four mil- 
lions and a half. In other words, the company has produced a 
property which earns 6 per cent. on four millions and a half; and 
that, it is claimed, is the fair valuation of the property, 6 per 
cent. being ordinary interest. On the other hand, the city insists 
that the franchise has ceased, and that basing the value upon 
earnings is in effect valuing a franchise which no longer exists, 
and which the city is not to pay for; that the true way is to take 
the value of the pipe, the machinery, and real estate, put to- 
gether into a waterworks system, as a complete structure, 
irrespective of any franchise,—irrespective of anything which 
the property earns, or may earn in the future. We are not 
satisfied that either method, by itself, will show that which, 
under all the circumstances, can be adjudged “the fair and 
equitable value.”’ Capitalization of the earnings will not, 
because that implies a continuance of earnings, and a con- 
tinuance of earnings rests upon a franchise to operate the 
waterworks. The original cost of the construction cannot 
control, for ‘‘original cost” and ‘‘present value” are not equiva- 
lent terms. Nor would the mere cost of reproducing the water- 
works plant be a fair test, because that does not take into ac- 
count the value which flows from the established connections 
between the pipes and the buildings of the city. It is obvious 
that the mere cost of purchasing the land, constructing the 
buildings, putting in the machinery, and laying the pipes in 
the streets—in other words, the cost of reproduction—does 
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not give the value of the property as it is to-day. A completed 
system of waterworks, such as the company has, without a 
single connection between the pipes in the streets and the build- 
ings of the city, would be a property of much less value than 
that system connected, as it is, with so many buildings, and 
earning, in consequence thereof, the money which it does earn. 
The fact that it is a system in operation, not only with a ca- 
pacity to supply the city, but actually supplying many buildings 
in the city,—not only with the capacity to earn, but actually 
earning,—makes it true that “the fair and equitable value’ 
is something in excess of the cost of reproduction. The fact 
that the company does not own the connections between the 
pipes in the streets and the buildings—such connections being 
the property of the individual property owners—does not mili- 
tate against the proposition last stated, for who would care 
to buy, or at least give a large price for, a waterworks sys- 
tem without a single connection between the pipes in the streets 
and the buildings adjacent. Such a system would be a dead 
structure, rather than a living and going business. The addi- 
tional value created by the fact of many connections with build- 
ings, with actual supply and actual earnings, is not repre- 
sented by the mere cost of making such connections. Such 
connections are not compulsory, but depend upon the will of 
the property owners, and are secured only by efforts on the part 
of the owners of the waterworks, and inducements held out 
therefor. The city, by this purchase, steps into possession 
of a waterworks plant,—not merely a completed system for 
bringing water to the city, and distributing it through pipes 
placed in the streets, but a system already earning a large in- 
come by virtue of having secured connections between the 
pipes in the streets and the multitude of private buildings. 
It steps into possession of a property which not only has the 
pledge to earn, but is in fact earning. It should pay therefor 
not merely the value of the system which might be made to 
earn, but that of a system which does earn. Our effort has been 
to deduce from the volume of testimony that which, in this 
view of the situation, can be safely adjudged ‘“‘the fair and 
equitable value.” The original cost of the works is not accu- 
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rately and satisfactorily shown. If it would have assisted us 
in reaching a conclusion,—if, in consequence of our ignorance 
thereof, we have not placed the value upon this property 
which it deserves,—the company is alone to blame, for by the 
production of its books it could have clearly shown the actual 
cost of every part and of the whole of this property. There 
is a large amount of testimony as to the probable cost of re- 
producing the system, to which strenuous objection is made 
on the ground of an alleged temporary and extreme depression 
in the cost of labor and material. We have before us the esti- 
mate placed by two gentlemen of experience and capacity, 
appointed as commissioners, with direction to report ‘‘the fair 
and equitable value;’’ but neither by the order of the court 
appointing them, nor by their report, are we advised as to 
what they considered a criterion of the present ‘‘fair and equi- 
table value.”’ If they added anything beyond what in their 
judgment was the reasonable cost of reproduction, we are not 
advised as to how much they added, or what they took into 
consideration in making such addition. We have the fact of 
liens placed upon the property, to the extent of $3,000,000, 
with the qualified approval of the city officials. We have also 
the statement of the earnings, and the estimate of the value 
upon the basis of a capitalization of those earnings, amounting, 
as stated, at six per cent. to four and one-half millions. Reject- 
ing the latter as too high, and the cost of reproduction as too 
low, and taking into consideration the entire history of the trans- 
actions between the company and the city, from its com- 
mencement to the present time, we have sought to place a value 
upon the property as it stands, with all the connections already 
made between the pipes and the private and public buildings, 
and with the work which it is in fact doing of supplying all these 
buildings with water, and receiving pay therefor. That val- 
uation, after much discussion, comparison of figures, and re- 
adjustments, we have all agreed, is three millions of dollars; and 
in reaching this result we have excluded from our estimate 
the value of the Jarboe Street reservoir property, which, as 
we understand the testimony, has heretofore been paid for 
by the city. 


— -§ 522] GOING CONCERN IN PURCHASE CASES 445 


§ 522. Kansas City water plant purchase—Double allow- 
ance for established business. | 
Apparently the increase from $2,714,000 allowed by 
the lower court to $3,000,000 was due to an allowance for 
‘“‘the value which flows from the established connections 
between the pipes and the buildings of the city.”’ Or, as 
Justice Brewer otherwise expresses it (at page 865): 


The fact that it is a system in operation, not only with a ca- 
pacity to supply the city, but actually supplying many build- 
ings in the city,—not only with a capacity to earn, but actually 
earning,—makes it true that “the fair and equitable value” 
is something in excess of the cost of reproduction. 


Justice Brewer states that if the appraisal commissioners 
in fixing the present fair and equitable value ‘‘added any- 
thing beyond what in their judgment was a reasonable 
cost of reproduction, we are not advised as to how much 
they added, or what they took into consideration in mak- 
ing such addition.”’ It seems, however, that the appraisal 
commissioners added a considerable amount to the cost of 
replacement as the value of the established business and 
thus, apparently, this element was doubly valued owing 
to the fact that the court did not know that it had al- 
ready been included. Robert Moore, one of the commis- 
sioners of appraisal, explains the method used as follows: ” 


The commissioners for the appraisal of the Kansas City 
water-works, of whom the writer was one, reached a valuation 
of $2,546,112, by estimating as well as they could under the 
circumstances the cost of replacing the plant by another in 
all respects equally efficient. As applied to real estate occupied 
by the works, this estimate gave an amount much greater than 
first cost. As applied to the buildings, pipes and machinery, 
this method gave an account which was no doubt much less 


2 Transactions American Society of Civil Engineers, vol. 38, December, 
1897, no. 813, p. 151. 
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than first cost. The commissioners, however, took into account 
the fact that the plant wasin actual operation with an established 
business and a long list of patrons, and added to the cost of re- 
placement, which included a liberal allowance for contingencies, 
an allowance for interest on the investment for a time long 
enough to enable the business to reach the point at which it 
was found. . . . The one thing to be valued was the property 
in working order with the private attachments all made, and a 
body of patrons ready to take water. The value of all this 
was the amount of money it would have cost the city at the 
time of the transfer to replace the property in the same con- 
dition in which it was actually found. 


§ 523. Kansas City water plant purchase—Justice Brewer’s 
decision not based on precedent. 

It is noteworthy that Justice Brewer’s theory of the 
value of ‘‘established connections” is not mentioned in 
the various briefs submitted nor is it fortified by any ref- 
erence to previous decisions or precedents of any kind. 
It is based solely on reasoning of an economic character. 
Prior to 1894 there had been various valuations of water 
plants, toll bridges, etc., for purposes of municipal purchase, 
but there is scarcely any record as to how these valuations 
were reached. The cases coming before the courts were 
condemnation cases involving the purchase of property 
and franchises. Where the value of the franchise is in- 
cluded there is no necessity for considering or claiming 
special value for ‘going concern,” ‘‘good will,” or ‘‘es- 
tablished connections” as the value of the franchise may 
be deemed to include all these special values. But in the 
Kansas City case the franchise had expired and any value 
to be attributed to these elements had to be singled out 
and distinguished. 


§ 524. Justice Brewer in Railroad Tax Case, 1894, refers to 
additional value from operation as a single line. 
A few months before Justice Brewer’s decision in the 
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Kansas City purchase case he had written an opinion 
that imputed a similar though different value to a railroad 
property. The case of Cleveland, Cincinnati, Chicago & 
St. Louis Railway Company v. Backus, decided May 26, 
1894, involves the assessment of railroad property in the 
State of Indiana for tax purposes.’ The so-called unit 
rule of assessment was applied, that is, the value of the 
whole line as a single property was ascertained and the 
value of the line within the state was apportioned on a 
mileage basis. Justice Brewer in delivering the opinion of 
the court and in justifying this basis of valuation says (at 
page 444): 


The true value of a line of railroad is something more than an 
aggregation of the values of separate parts of it, operated sep- 
arately. It is the aggregate of those values plus that arising 
from a connected operation of the whole, and each part of the 
road contributes not merely the value arising from its independ- 
ent operation, but its mileage proportion of that flowing from 
a continuous and connected operation of the whole. This is no 
denial of the mathematical proposition that the whole is equal 
to the sum of all of its parts, because there is a value created by 
and resulting from the combined operation of all its parts as one 
continuous line. This is something which does not exist, and 
cannot exist, until the combination is formed. A notable illus- 
tration of this was in the New York Central Railroad consolida- 
tion. Many years ago the distance between Albany and Buffalo 
was occupied by three or four companies, each operating its own 
line of road, and together connecting the two cities. The several 
companies were united and formed the New York Central Rail- 
road Company, which became the owner of the entire line be- 
tween Albany and Buffalo, and operated it as a single road. 
Immediately upon the consolidation of these companies, and 
the operation of the property as a single, connected line of rail- 
road between Albany and Buffalo, the value of the property 


3 Cleveland, Cincinnati, Chicago & St. Louis Railway Company v. 
Backus, 154 U. 8. 439, 14 Sup. Ct. 1122, 38 L. ed. 1041, May 26, 1894. 
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was recognized in the market as largely in excess of the aggre- 
gate of the values of the separate properties. It is unnecessary 
to enter into any inquiry as to the causes of this. It is enough 
to notice the fact. 


§ 525. Massachusetts Supreme Judicial Court, 1897—Pur- 
chase of Newburyport water plant. | 
The case of Newburyport Water Company v. City of 
Newburyport, 168 Mass. 541, 47 N. E. 533, decided 
June 14, 1897, involves the valuation of a water plant 
purchased by the City of Newburyport under Chapter 474 
of the Laws of 1894. The company objected to the con- 
firmation of the award made by the Commissioners but 
the award was approved by the Supreme Judicial Court. 
The statute provided that the price should be based on the 
fair value of the property for purposes of its use by the 
city and without enhancement on account of future earn- 
ing capacity or good will or on account of the franchise 
of the company. Judge Holmes delivered the opinion of 
the court (page 534): 


The other objection most insisted upon by the petitioner is 
the exclusion of evidence of its net earnings in the past. Had 
the evidence been admitted, it is improbable that we should 
have recommitted the report on that ground. We are not dis- 
posed to recommit it because the evidence was excluded. The 
net income, no doubt, would be an indirect way at getting at 
the value of the capital in a transaction between individuals. 
It is not necessary to say that it would throw no light on the 
different questions which the commissioners had to answer under 
the statute. But the question was a different one. Their duty 
was to find the fair value of the property for the purposes of its 
use by the city, and they were to find it without enhancement 
on account of future earning capacity or good will, or on account 
of the franchise of the company... . 

The commissioners state the elements of valuation which 
they have taken into account. In addition to the value of the 
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tangible property and easements, they have allowed $40,000 
for the fact that the plant was a going concern and in full opera- 
tion. They have allowed for everything for which the petitioner 
was entitled to be paid. They have approached the questicn in 
@ manner in which it was within their discretion to approach it. 
National Waterworks Co. v. Kansas City, 62 Fed. 853. If cap- 
italizing profits would give a much greater excess over the value 
of the land, water easements, and plant of the company than 
- the commissioners allowed, the reasons are to be found in the 
franchise and monopoly of the company, in its right to lay pipes 
in the streets, and partly, perhaps, in the personal skill of the 
management, none of which are things for which the city is to 


pay. 


§ 526. Gloucester, Mass., water plant purchase, 1899-1901. 

The plant of the Gloucester Water Supply Company 
was appraised by commissioners appointed by the court 
under terms of an act requiring the city to purchase be- 
fore constructing a new plant, in case the company elected 
to sell. The coiamissioners allowed $75,000 for established 
business. The total value found was $576,544.60, so that 
this allowance for established business amounts to 13% 
of the total. The act under which the purchase was made 
provided that the city should pay ‘‘fair value” but ‘“ with- 
out enhancement on account of future earning capacity or 
future good will or on account of the franchise.” The 
commissioners in their report say: * 


We followed the rule also employed in the Newburyport case 
that the plant was a going concern and in full operation at the 
time of the transfer, one that had been tested by experience and 
with which the city could begin the immediate prosecution of 
the business of supplying water to the established connections 
for domestic and municipal purposes (including in the latter 
hydrant service) and upon an examination of these facts are of 


4 Appraisal of the Gloucester water-works, Engineering Record, vol. 40, 
p. 264, August 19, 1899. 
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the opinion that the property had a greater value for the pur- 
poses of its use by the city by reason thereof, than if the plant 
had not been in full operation, and that this should be considered 
in passing upon the value of the entire plant. The respondent 
claimed that nothing should be allowed under this rule, as we 
had allowed all that was contemplated by the statute. We do 
not think so. We have ascertained the cost of duplication, less 
depreciation, of the different features of the physical plant, and 
have treated the water and the water rights as already stated, — 
but that, to our mind, does not represent a fair valuation of 
this plant, welded together, not only fit and prepared to do 
business, but having brought that business into such a condi- 
tion that there is an enhanced value created thereby, so that 
the city in purchasing it, without considering its income or right 
to do business, but having the power to carry it on on its own 
account, should pay more for the property as such, than as if 
this consideration did not obtain. This is a value that has been 
imputed into this plant, which seems to us as much a part of 
the property valuation as any other part. In approaching a 
valuation by this method, we have not considered the past, 
present or prospective income, good will, or the franchise rights. 


§ 527. Gloucester appraisal upheld by Massachusetts court. 

The above report of the commissioners was specifically 
approved on appeal by the Massachusetts Supreme 
Judicial Court in the case of Gloucester Water Supply 
Company v. Gloucester, 179 Mass. 365, 60 N. E. 977, de- 
cided June 19, 1901. Judge Loring delivered the opinion 
of the court (at page 981): 


It is plain that the real commercial market value of the 
property of the water company is, or may be, in fact, greater 
than “‘the cost of reproduction, less depreciation, of the different 
features of the physical plant.’”’ Take, for example, a manu- 
facturing plant. Suppose one manufacturing plant has been es- 
tablished for some ten years and is doing a good business and is 
sold asa going concern. It will sell for more on the market than 
a similar plant reproduced physically would sell for immediately 


§ 528] Gornc ConcERN IN PurcHASE CASES 451 


on its completion, before it had acquired any business. National 
Waterworks of New York v. Kansas City, 10.C. C. A. 6538, 62 
Fed. 858, 27 U.S. App. 165. We think it is plain that there is 
nothing in the provisions of section 16 of the act in question 
(st. 1895, c. 451) forbidding the commissioners considering this 
element of value, which, as we have seen, in fact exists... . 
It is plain that the element of value which comes from the fact 
that the property is sold as a going concern, in which case it has, 
or may have, in fact, a greater market value than the same 
property reproduced in its physical features, is not excluded 
from consideration by that provision of the statute. It is also 
plain that the commissioners, in allowing the $75,000 allowed 
by them in addition to the cost of reproduction, less deprecia- 
tion, of the plant in its physical features, did not go beyond this. 


§ 528. Purchase of Holyoke, Mass., gas and electric plant, 
1902. 

This case was the purchase by the City of Holyoke of 
the gas and electric plant of the Holyoke Water Power 
Company under the terms of the Massachusetts general 
statute relating to the establishment of municipal plants. 
In accordance with the terms of the general act, special 
commissioners were appointed by the Supreme Judicial 
Court to determine the price to be paid. The report of 
the commissioners was confirmed by the court with the 
consent of both parties, November 18, 1902.5 The Com- 
missioners say (at page 78): 


It further appeared that the company, in 1898, had secured 
a large number of customers, with whom it has made connec- 
tions and to whom it was supplying gas; that its gross earnings 
therefrom were about $80,000, and the profits arising therefrom 
were something in excess of $30,000; that the electric plant had 
also many customers, and the company was making therefrom 
in 1898 a profit in excess of $20,000 out of its gross income 
(which was about $53,000). 


5 For an abstract of the report of the Commissioners, see Massachusetts 
Gas and Electric Light Commissioners, Annual Report, 1908, pp. 77-82. 
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The company, therefore, will turn over to the city these 
plants, not only with a capacity to earn a profit, but having 
brought both into a prosperous and profit-paying condition. 
For this reason we think the value of the property has been 
enhanced in the market, and have allowed for the same in find- 
ing the fair market value. 

While we excluded the petitioner’s claim that we should value 
the franchise of the company employed in the gas and electric 
business, and have not enhanced the property on account of its 
earnings or earning capacity, whether in the past, present or 
future, by using the same for the purpose of fixing the value of 
the plants by capitalization or as a basis for such valuation, yet 
we have considered the extent of the service done by the com- 
pany in procuring customers, the prices charged by it for gas 
and electricity, whether it has so managed the business as to 
obtain (and has obtained) a profit therefrom, and the amount 
of that profit, as evidence of how valuable, as going plants, the 
plants had become in the market, taken in connection with their 
condition, efficiency and economy in operation, as well as any 
lack thereof, and all other facts relating to the plants as they 
were in January, 1898. Having considered all these elements, 
and treating and valuing the plant as a whole, we find that the 
fair market value of the gas plant upon Jan. 1, 1898, was 
$376,673. 


§ 529. Rhode Island water plant purchase, 1901—Allowance 
for going concern refused. 

The case of Town of Bristol v. Bristol & Warren Water- 
works, 23 R. I. 274, 49 Atl. 974, decided July 27, 1901, 
Supreme Court of Rhode Island, involves the purchase of 
a water plant under an exclusive franchise giving an option 
to purchase at the end of ten years. When the option was 
exercised the franchise still had thirty-seven years to run. 
The questions involved were referred to a master who re- 
ported a total value of $294,651. This included an allow- 
ance of $151,804 as the value of the franchise for the un- 
expired term of thirty-seven years, of $50,000 for the 
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“good will of the plant’’ and of $25,000 for the ‘‘enhanced 
value due to the fact that the plant is a running plant.” 
This latter allowance of $25,000 is apparently precisely 
the same as allowances for established connections and 
established business in other cases. The Supreme Court, 
however, expressly disallowed both this item and the item 
of $50,000 for good will. The following is from the opin- 
ion of the court (at page 975): 


The subject of this sale consists of—First, certain material 
things, the value of which is to be determined by the cost of 
reproduction, less depreciation; and, second, the right to use 
them in a certain business, without competition, for a certain 
time, the value of which right is to be determined by the prob- 
able profit of such use. The fact that the plant is a running 
plant, and the probable retention of customers, which is what 
is meant by “good will,’ are elements which are included in 
the valuation of the franchise. A monopoly has no good will, 
for its customers are retained by compulsion, not by their vol- 
untary choice. The laying of the pipes in their actual position, 
adapted to the use to be made of them, is the result of skilled 
labor, and the skill of arrangement, as well as the labor of lay- 
ing and material, are all comprehended in the actual cost. 


This case has sometimes been cited as approving an allow- 
ance for going value. On the contrary it expressly rejects 
an allowance for ‘‘enhanced value due to the fact that the 
plant is a running plant.”’ The court states however that 
such value is necessarily included in the value of the fran- 
chise already allowed for. 


§ 530. Mobile, Ala., water plant appraisal, 1903—No allow- 
ance for going value. 

In 1903 an appraisal was made of the property of the 

Bienville Water Supply Company of Mobile, Alabama, by 

a commission consisting of the following engineers: M. F. 


Sullivan, John W. Hill and John W. Alvord. It was 
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agreed that the appraisal should be advisory and not bind- 
ing upon either the company or the city. In 1900 the 
City of Mobile had constructed a competing plant and 
now found it necessary to purchase the company’s plant 
in order to secure an added supply of water and avoid 
ruinous competition. The Commission fixed the value to 
be paid by the city at $606,689, which was the esti- 
mated cost-of-reproduction-less-depreciation. Mr. Hill 
contended that $35,000 should be added for going value in 
accordance with the decision in National Water Works 
Company v. Kansas City (see § 521), but no allowance 
for going value was included by the Commission.® 


§ 531. Purchase of Norwich, Conn., lighting plant, 1904. 
The case of Norwich Gas and Electric Company v. City 
of Norwich, 75 Conn. 565, 57 Atl. 746, decided April 14, 
1904, Supreme Court of Errors of Connecticut, is an appeal 
on an application by the company to compel the City of 
Norwich to purchase its lighting plant under the terms 
of a state statute. The act provides that in case a city 
or town decides to establish a plant, any corporation havy- 
ing an existing plant may elect to sell the same to the 
municipality and in such case ‘“‘the price to be paid for 
such plant... shall be its fair market value for the 
purposes of its use (no portion of such plant to be esti- 
mated, at less than its fair market value for any other 
purpose) including as an element of value, the earning 
capacity of such plant, based upon the actual earnings 
being derived from such use at the time of the final vote 
of said city, town or borough to establish a plant.” Judge 
Baldwin delivered the opinion of the court (pages 751, 

752): 


6 See Report on Appraisal of Value of Property of Bienville Water Supply 
Company, Mobile, Alabama, Engineering News, April 23, 1903, vol. 49, 
p. 359. 
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It was also proper for the commission to pay regara to the 
fact that the plaintiff had an established business, built up 
after experiments and changes during a long period. Glouces- 
ter Water Supply Co. v. Gloucester, 179 Mass. 365, 60 N. E. 
977. . . . The commission reports that it considered, in con- 
nection with these facts, that the plaintiff’s business had been 
thus ‘‘built up at the risk of private capital.” It indisputably 
had been so built up, and whatever had been sunk in experi- 
ments in order to secure, and with the result of securing, a good 
working plant, was properly considered as entering to some ex- 
tent into the value of that plant. “Nihil semul inventum et 
perfectum est.’ The defendant itself invited the commission, 
in making its valuation, to take into account ‘‘the value, if 
any, of the physical plant in excess of the value or cost to pur- 
chase and install the several parts of a similar plant in similar 
condition, due to the fact that it is a connected working whole, 
shown by experiment to be capable of operating at a definite 
cost.”’ The proof furnished by experience was thus plainly and 
properly stated to be of material importance. .. . 

The Superior Court also properly declined to admit in sup- 
port of the remonstrance the stenographer’s report of all the 
evidence introduced before the commission on the question 
of values. This was offered to show that the commission, in 
valuing the property at $590,000, must have taken into account 
considerations which were legally inadmissible. The claim of 
the city in making the offer was that there was no testimony 
‘before the commission warranting a valuation of over $420,000, 
in addition to a gross allowance, which, on the hearing the city 
had admitted might fairly be made of not over $60,000, by 
reason of the fact that the plant was that of a going concern. 
The sum at which this allowance, if made, should be fixed was 
evidently a matter as to which a difference of judgment between 
reasonable men might fairly exist. The same state of facts 
which might lead one to deem $60,000 too much might to others 
seem to call for a much larger addition. The commission viewed 
the plant, and may thus have derived impressions that were 
decisive. The evidence thus put before it could not be put 
before the Superior Court. This is enough to justify the 
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ruling, without reference to other grounds urged in its sup- 
port. 


§ 532. Purchase of Galena, Kan., water plant, 1906. 

The case of Galena Water Company v. City of Galena, 
74 Kan. 624, 87 Pac. 735, decided November 10, 1906, 
Supreme Court of Kansas, involves the price to be paid 
by the City of Galena for the property of the Galena Water 
Company. The city had granted a franchise to the com- 
pany reserving an option to purchase at the end of fifteen 
years and at the end of each subsequent five year period. 
The franchise provided that the city should purchase 
the waterworks ‘‘at their fair and equitable value, which 
shall be placed at the actual value of the works, lands, 
buildings, machinery and equipments including the fran- 
chise hereby granted.” The city exercised its option at 
the end of the fifteen year period and the referee fixed 
the value of the property in its entirety at $75,400. In 
such value he included an allowance for going concern 
and franchise of $15,214.73. The District Court excluded 
the allowance for going concern and franchise and fixed 
the purchase price at $60,185.27. The Supreme Court 
reversed the action of the District Court in excluding this 
item. Judge Graves says (at page 736): 


We think the District Court erred in excluding from its es- 
timate of the ‘fair and equitable” value of the waterworks 
system, the sum of $15,214.73, that being the amount found 
by the referee to be the value of the plant as a going concern, 
including the franchise. A system of waterworks in a city, 
without the right to operate there, or without being connected 
with water takers, and not in a running condition, would be 
comparatively worthless. The water company was the owner 
of these important elements of value, and it seems reasonable 
that they should not be taken without compensation. 


In this case the allowance for franchise and going concern 
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amounted to approximately 25% of the present value of 
the physical structure. As to going concern the court 
quotes at length the opinion of Justice Brewer in National 
Waterworks Company v. Kansas City (see above § 521). 


§ 5383. Maine water plant condemnation cases, 1902, 1904— 
Value of structure in use. 

In the case of Kennebec Water District v. City of Water- 
ville, 97 Me. 185, 54 Atl. 6, decided December 27, 1902, 
the Supreme Judicial Court of Maine lays down rules to 
govern appraisers in making a valuation of the property 
of the Maine Water Company for purposes of purchase 
by the Kennebec Water District. In doing this the court, 
while complying with the provisions of a state statute, 
appreciates the possible difficulties if not dangers in at- 
tempting to formulate rules which are to be applied to 
facts not yet ascertained. This is the first of two similar 
cases, the second one being that of the Brunswick Water 
District, decided in 1904. Judge Savage says (at page 19): 


Defendants’ request eight is, in effect, that, in estimating even 
the structure value of the plant, allowance should be made, 
in addition to the value as otherwise established, for the fact, 
if proved, that the water system is a going concern, with a profit- 
able business and good will already established, and with a 
present income assured and now being earned. We think this 
instruction, with a modification to be noted, should be given. 
Newburyport Water Co. v. Newburyport, supra; National 
Waterworks Co. v. Kansas City, supra; Gloucester Water Sup- 
ply Co. v. Gloucester, swpra; Bristol v. Waterworks, 23 R. I. 274, 
49 Atl. 974. But the term “good will’? may be misleading. 
Lord Eldon said that good will is nothing more than the prob- 
ability that the old customers will resort to the old place. Crut- 
well v. Lye, 17 Ves. Jr. 335. See Flagg Mfg. Co. v. Holway, 
178 Mass. 83, 59 N. E. 667. Under any possible definition, it 
involves an element of personal choice. This phrase is in- 
appropriate where there can be no choice. So far as the 
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defendants’ system is “practically exclusive,” the element of 
good will should not be considered. Bristol v. Waterworks, 
supra. 

The defendants, in request nine, ask that in determining the 
amount to be added to structure value, in consideration of the 
fact that the system is a going concern, the appraisers should 
consider, among other things, the present efficiency of the sys- 
tem, the length of time necessary to construct the same de novo, 
the time and cost needed after construction to develop such 
new system to the level of the present one in respect to business 
and income, and the added net incomes and profits, if any, 
which, by its acquirement as such going concern, would accrue 
to a purchaser during the time required for such new construc- 
tion, and for such development of business and income. We 
think this instruction should be given. These are all proper 
matters for consideration “among other things.” They are 
not controlling. Their weight and value depend upon the vary- 
ing circumstances of each particular case. Of course a plant, 
as such, already equipped for business, is worth more, if the 
business be a profitable one, than the mere cost of construction. 


Later in this decision in quoting from an English decision 
involving the purchase of a tramway under statutory pro- 
visions, the court apparently agrees with the position 
there taken that the valuation of a tramway as a going 
concern involves merely the consideration of the present 
replacement value of the structure. The court says (at 
page 21): 


Take, for instance, the case of Edinburgh Street Tramway 
Co. v. Lord Provost, App. Cas. 1894, p. 456, cited by defend- 
ants. It does not support the doctrine. In that case the arbi- 
trator declined to value the tramway lines by capitalizing the 
rental, and upon appeal his assessment was affirmed, and the 
appeal dismissed. It was held that the statute under which 
the proceedings were had limited the appraisal to construc- 
tion value, which the arbitrator had considered in the light 
of the fact that the tramways were then successfully constructed 


§ 533] Goinc CoNnceRN IN PurcHASE CASES 459 


~and in complete working condition; in other words, that the 
company was a going concern. 


It is well known that in England under the purchase 
clause of the Tramways Act the municipality pays merely 
the reproduction cost of the physical structure less the 
existing depreciation.’ The structures are treated as 
parts of a going concern. Otherwise they would have only 
a scrap value, 7. e., the price that could be obtained if the 
entire plant was to be dismantled and its constituent 
materials sold for what they would bring as scrap. The 
valuation of a structure as a part of a going concern does 
not mean therefore that anything is to be added for going 
concern in excess of the value indicated by cost-of-repro- 
duction-less-depreciation. In basing present value on 
cost to reproduce the existence of a going concern is 
recognized and allowed for. The above ruling of Judge 
Savage seems contradictory on this point, but in his sub- 
sequent ruling in a similar case he states his position more 
clearly and seems to say that in valuing the various struc- 
tures as parts of a going concern all the consideration has 
been awarded the going concern factor to which it is 
entitled. This of course is not in any sense a recognition 
of the claims of the advocates of an allowance for going 
concern or going value. Judge Savage says: ® 


Now, what is the property which the district has taken by 
the power of eminent domain? In the first place, it is a struc- 
ture, pure and simple, consisting of pipes, pumps, engines, 
reservoirs, machinery, and so forth, with land rights and water — 
rights. As a structure it has value, independent of any use or 
right to use, where it is—a value probably much less than it 


7G. 8. Robertson, The Law of Tramways and Light Railways, pp. 182- 
183, London, Stevens and Sons, Ltd., 1903. 

8 Brunswick and T. Water District v. Maine Water Company, 99 Me. 371, 
59 Atl. 537, 539, decided December 14, 1904, Supreme Judicial Court of 
Maine. 
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cost, unless it can be used where it is; that is, unless there is a 
right so to use it. Nevertheless it has value as a structure. But 
more than this, it is a structure in actual use; a use remunerative 
to some extent. It has customers. It is actually engaged in 
business. It is a going concern. The value of the structure is 
enhanced by the fact that it is being used in, and in fact is 
essential to, a going concern business. We speak sometimes of 
a going concern value as if it is or could be separate and distinct 
from structure value—-so much for structure and so much for 
going concern. But this is not an accurate statement. The 
going concern part of it has no existence except as a character- 
istic of the structure. If no structure, no going concern. If a 
structure in use, it is a structure whose value is affected by the 
fact that it isin use. There is only one value. It is the value of 
the structure as being used. That is all there is of it. 


§ 534. Pennsylvania Water Plant Condemnation Case, 1909. 

The case of In re Monongahela Water Company, 223 
Pa. St. 323, 72 Atl. 625, decided January 4, 1909, Supreme 
Court of Pennsylvania, is an appeal by the City of Pitts- 
burg from a report of appraisers appointed on its petition 
to condemn the property of the Monongahela Water Com- 
pany. The report of the appraisers was affirmed by the 
Court of Common Pleas and also by the Supreme Court 
of Pennsylvania on the opinion of the court below. The 
opinion filed by the trial court contained the following 
(see page 627): 


The next question is whether the appraisers in the perform- 
ance of their duty conformed to the order. It is a mistake to say 
that the court gave instructions aside from the order, and the 
report shows that the appraisers understood this. There was 
laid before them the charter, the contract with the city, and | 
practically every fact that could affect the value. It is to be 
presumed that they acted regularly and in accordance with law. 
The briefs submitted to them show that counsel made a most 
thorough presentation of their position. There was before the 
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board the fact that the right to charge for water was limited by 
the contract; that the franchise was not a perpetual monopoly, 
but the existence of the company and its right to do business— 
and this is in effect what is meant by franchise—was subject to 
two contingencies. Nevertheless the tolls, limited though they 
might be, could be reasonable under all the circumstances. 
The right to charge a reasonable rate does not mean any rate; 
and, notwithstanding the possible purchase by the city, the com- 
pany had prospects, whether good or bad, and one of them is 
that the city may even now decline to buy. The company had 
a right in the streets, a right to supply the public. It had its 
customers. It had an income. Its plant had a certain pro- 
ductiveness. How else could the value of its property be as- 
certained than by a consideration of these things? Witnesses 
gave their opinion of value, and the general estimate made by 
the public in prices at which stock is bought and sold is some 
evidence of value, of more or less weight according to the cir- 
cumstances. Whether it be condemnation or a purchase does 
not affect the question. 

The company is entitled to fair, just compensation, and that 
is always the fair value. Now what did the appraisers do? 
They do not mention the franchise, but they value ‘‘the phys- 
ical property as a going concern.” They say that they con- 
sidered ‘‘with the physical property the intangible elements so 
far as they add value to the plant, rightfully for use as water- 
works in the hands of the water company, with the company’s 
right to charge reasonable tolls.” As we have seen, this was 
their duty. And they say: ‘‘The appraisers have considered the 
subject from the various points of view presented by the evi- 
dence, and especially those of the worth of the physical property 
as a going concern, the income, the prospects, and the market 
price of the company’s stock.”” We have already shown that 
these are proper elements for consideration. In short, the re- 
port shows that the appraisers carefully made the appraisement 
according to law, and the proceedings before them confirm this. 


There is no recognition here of any separate element of 
going concern value. The appraisers appear to have 
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based their valuation on the worth of the probable net in- 
come under reasonable rates. But there is nothing to 
indicate whether in their determination of reasonable 
rates in order to determine net income they included a 
return on a separate franchise or going concern value in 
addition to the value of the tangible property. 


§ 535. Omaha v. Omaha Water Co., Supreme Court of the 
United States, 1910. 

The case of Omaha v. Omaha Water Co., decided 
May 31, 1910, was for the specific performance by the 
City of Omaha of a contract providing for the purchase 
of the system of waterworks owned by the Omaha Water 
Company.’ The plant in question was constructed under 
the authority of an ordinance of 1880 containing the fol- 
lowing provision (page 191): 


The City of Omaha shall have the right at any time after the 
expiration of twenty years to purchase the said waterworks at an 
appraised valuation, which shall be ascertained by the estimate 
of three engineers, one to be selected by the city council, one by 
the waterworks company and these two to select the third: Pro- 
vided, That nothing shall be paid for the unexpired franchise of 
said company. 


In 1903 the city elected to exercise this option and a 
board. of appraisers was appointed consisting of Daniel W. 
Mead, John W. Alvord and George H. Benzenberg. After 
considering the matter about three years, the board fixed 
the value of the plant at $6,263,295. John W. Alvord, the 
appraiser appointed by the city, did not concur in the 
award and the award was rejected by the city. The ap- 
praisers included $562,712.45 as going value. This allow- 
ance is about 9% of the total. On appeal to the Supreme 


* Omaha v. Omaha Water Company, 218 U. S. 180, 30 Sup. Ct. 615, 54 
L. ed. 991, May 31, 1910. 
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Court of the United States the city was required to pur- 
chase at the price fixed by the appraisers. Justice Lurton 
delivered the opinion of the court (page 202) : 


The appraisers in making their estimate of valuation included 
$562,712.45 for the “going value.” This separation of an ele- 
ment contributing to the value of each tangible part was done 
because required to be done under an order made in the Circuit 
Court in a suit in which the water board of the city of Omaha 
was complainant and the members of the board of appraisers 
and the water company were defendants. The object of that 
suit was to instruct the appraisers in respect to the mode and 
manner in which they should proceed. An order resulted which 
required the board to report the separate elements making up 
the aggregate value of the plant. 

The option to purchase excluded any value on account of 
unexpired franchise; but it did not limit the value to the bare 
bones of the plant, its physical properties, such as its lands, its 
machinery, its water pipes or settling reservoirs, nor to what it 
would take to reproduce each of its physical features. The 
value in equity and justice must include whatever is contributed 
by the fact of the connection of the items making a complete 
and operating plant. The difference between a dead plant and 
a live one is a real value, and is independent of any franchise to 
go on, or any mere good will as between such a plant and its 
customers. That kind of good will, as suggested in Willcox »v. 
Consolidated Gas Co., 212 U.S. 19, is of little or no commercial 
value when the business is, as here, a natural monopoly, with 
which the customer must deal, whether he will or no. That 
there is a difference between even the cost of duplication, less 
depreciation, of the elements making up the water company 
plant, and the commercial value of the business as a going con- 
cern, is evident. Such an allowance was upheld in National 
Waterworks v. Kansas City, 62 Fed. Rep. 853. . . . No such 
question was considered in either Knoxville v. Knoxville Water 
Co., 212 U. S. 1, or in Willcox ». Consolidated Gas Co., 212 U. 
S. 19. Both cases were rate cases, and did not concern the as- 
certainment of value under contracts of sale. 
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§ 536. Summary. 

The legal conception of going concern as a distinct and 
separate element of value owes its origin to cases involving 
the public purchase of public utility plants under terms 
that excluded a valuation based on the value of the fran- 
chise or net earnings. Early condemnation cases were 
based on value of the property and franchise or on total 
value as a going concern. It was unnecessary to separate 
going concern value from franchise value and in most 
cases no attempt was made to fix a separate franchise 
value, but the entire property was simply valued as a 
going concern and usually upon a net earnings basis. 
When with the growing trend toward municipalization of 
water plants, either through franchise stipulations or the 
threat of competition, the companies agreed to the pur- 
chase of their plants at their fair value but without allow- 
ance for the franchise, the question arose as to whether 
in fixing such fair value there should be any addition to 
structural value on account of the fact that the plant was 
in actual operation and had an established business. In the 
comparatively few cases in which this precise question has 
been presented, it has with practically no exception been 
answered in the affirmative. Starting with the Kansas 
City purchase case in 1894, Justice Brewer stated that the 
‘“‘established connections,” the ‘‘system in operation’’ and 
“actually earning” were elements of value (see § 521). 
In 1897 and 1901 the Massachusetts Supreme Court cited 
the above and approved an added value because ‘‘the 
plant was a going concern and in full operation.” (See 
§§ 525, 527.) In 1904 the Connecticut Supreme Court 
approved an addition to structural value on account of 
the “established business, built up after experiments and 
changes during a long period.” (See § 531.) Then in 1910 
the same question came for the first time before the Su- 
preme Court of the United States and Justice Lurton 
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states that: ‘‘The value in equity and justice must include 
whatever is contributed by the fact of the connection of 
the items making a complete and operating plant. The 
difference between a dead plant and a live one is a real 
value and is independent of any franchise to go on, or any 
mere good will as between such plant and its customers.” 
(See § 535.) Aside from valuations made by the Wiscon- 
sin Railroad Commission and which are fully described in 
chapter 24, the above are the only purchase cases found 
in which going concern has been considered entirely apart 
from the value of the franchise. ‘The opinions in the 
above cases throw no light on the method by which going 
concern may be calculated. They seem to point however 
to commercial value rather than to cost or investment as 
the basis of determination. 
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CHAPTER XXII 


Going Concern in Rate Cases 


Texas Railroad Rate Case, 1898. 

Cedar Rapids, Iowa, Water Rate Case, 1902—Distinction between 
value for rate purpose and value for purchase. 

Columbus, Ohio, Electricity Rate Case, 1906. 

Consolidated Gas Case—Report of special master. 

Consolidated Gas Case—United States District Judge Hough. 

Consolidated Gas Case—United States Supreme Court. 

Knoxville Water Rate Case, 1909. 

Cedar Rapids, Iowa, Gas Rate Case, 1909, 1912. 

Urbana, Ohio, Water Rate Case, 1909—14% allowance for going 
value. 

Cleveland street railway appraisal, 1909—No allowance for going 
value. 

South Dakota railroad appraisal, 1910. 

Oklahoma Railroad Rate Case, 1910. 

Des Moines, Iowa, Water Rate Case, 1910, 1911—10% allowance 
for going value. 

San Francisco Water Rate Cases, 1903-1911. 

Louisville, Ky., Telephone Rate Case, 1911—Valuation as a going 
concern identified with cost-of-reproduction-less-depreciation. 

Oklahoma Telephone Rate Case, 1911—20% on reproduction cost 
for cost of establishing the business. 

Oakland, Cal., Water Rate Case, 1911—No going value included— 
Deficit method rejected. 

New York Public Service Commission, First District—Going con- 
cern considered in rate of return but not in fair value. 

New York Public Service Commission, First District—Adjustment 
of parts, established connections and business experience as ele- 
ments of going concern. 

Summary. 


§ 550. Texas Railroad Rate Case, 1898. 

The case of Metropolitan Trust Company v. Houston 
& T. C. R. Co., 90 Fed. 683, decided December 1, 1898, 
is an injunction proceeding involving railroad rates 
adopted by the Texas Railroad Commission. Circuit 
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Judge McCormick in his opinion considers at some length 
the basis of valuation in rate matters and states that the 
valuation submitted by the railroad commission is de- 
fective in that it fails among other things to make proper 
allowance for ‘‘favorable location,” ‘‘seasoning,”’ “‘estab- 
lished business,”’ “good will” and “‘lost interest on in- 
vestment.’”’ He says (at pages 687, 689): 


It seems to be clear from the answer of the commission . . . 
that in estimating the value of this railroad property no allow- 
ance was made for the favorable location of the same, in view of 
the advance in prosperity of the country through which it runs, 
and the increment to its value due to the settling, seasoning, and 
permanent establishment of the railways, and to the established 
business and the good will connected with its business, which 
has been established through a long series of years, and all of 
which ought reasonably to be considered in fixing the value of 
the property and the capitalization upon which at least it is 
entitled to earn, and should pay, some returns by way of in- 
terest or dividends. ... The commission, in estimating the 
value of these roads, say that they included interest on the 
money invested during the period of construction. This is some- 
what vague, but the ‘‘period of construction”? mentioned is 
probably limited to the time when each section of the road was 
opened to the public for business. And even if extended to the 
time when the road was completed to Denison and to Austin in 
1873, nearly 20 years after its construction was begun at Hous- 
ton, it would not cover all of the time, and possibly not nearly 
all of the time, in which the railroad company and its prede- 
cessors have lost interest on the investment. The estimate 
made on behalf of the railroad in this case of the cost to that 
company and to its predecessor company of the railroad prop- 
erty, and the business of that company as it exists to-day, may 
not be exactly accurate,—clearly is not exactly accurate; but it 
seems to me that it is not beyond the fair value of the property, 
as it is shown to have been built up and constituted, and to exist 
to-day as a going business concern. 
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§ 551. Cedar Rapids, Iowa, Water Rate Case, 1902—Distinction 
between value for rate purpose and value for purchase. 

The case of Cedar Rapids Water Company v. City of 
Cedar Rapids, 118 Iowa, 234, 91 N. W. 1081, decided 
October 27, 1902, Supreme Court of Iowa, involves the 
constitutionality of an ordinance regulating rates. The 
decree of the District Court is reversed and the validity of 
the ordinance sustained. In regard to going value Judge 
Weaver says (at page 1091): 


It is proper here to say that in reaching these conclusions we 
have not attempted any estimate of the ‘‘going value” of the 
waterworks as a distinct and severable item in the calculation. 
By “going value’ we understand is meant that value which 
arises from having an established ‘‘going”’ business. While not 
the exact equivalent of ‘‘good will,” as applied to ordinary 
business, it is of a somewhat similar nature, and attaches to the 
business, rather than to the property employed in such busi- 
ness. The fact that the business is established is, of course, a 
material fact in ascertaining the value of the plant, and es- 
pecially is this true where the property is being estimated for 
the purposes of sale or condemnation; but as a basis for esti- 
mating profits its signification is less apparent. The merchant 
who sells an established business may properly place a high 
value on the good will which he relinquishes to the buyer; but 
so long as he continues in the enjoyment of the business he has 
created he does not add the value of the good will to his capital 
stock in estimating the percentage of his annual profits. 


§ 552. Columbus, Ohio, Electricity Rate Case, 1906. 

The Special Master, in his report to the United States 
Circuit Court in Columbus Railway and Light Company 
v. City of Columbus writes as follows: ! 


Complainant is also entitled to a fair valuation of what may 


1The Columbus Railway and Light Company v. City of Columbus, 
no. 1206, in equity, Circuit Court of U. S., 8. D. Ohio, E. D., Report of 
Special Master Talfourd P. Linn, June 8, 1906, p. 47. 
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be called its going business, or its good will; that intangible 
addition to the assets of every corporation which arises out 
of its management, and is a gradual growth from its organiza- 
tion, consisting in this case of a knowledge of the business, a 
knowledge of the wants and demands of its customers, a knowl- 
edge of the growth of the city, and the tendencies of that growth 
as it has been observed through a period of years; the organiza- 
tion of its office and operating department, and in general, all 
the experience which belongs to and is the property of every 
going concern, and which is acquired through a period of years 
of active operation. In one sense of the word, the operating 
organization of a going concern, whether it be a common car- 
rier, 2 gas company, or water company, a light company, or a 
private manufacturing company, may be said to be of even more 
value than its physical assets, its brick and mortar. The pbhys- 
ical property is practically worthless without the management 
or organization; the management or organization is powerless 
without the physical property, and an electric plant for the 
purpose of furnishing light and power to the city of Columbus, 
standard built and equipped of the most modern type, with its 
lines extended and connected, its lamps installed in houses and 
business places, its wires connected up to furnish power for 
machines, without an efficient organization and management 
would fail utterly to fulfill the purpose for which it was con- 
structed, until that organization and management could be 
assembled, and acquire a knowledge of the city, the wants of 
its people, and the demands of the business. 

Granted that with a plant so established, there could in- 
stantly be found skilled, capable and efficient employés. to 
occupy every position necessary to operate its business, and 
to deliver its product or service, still this want of knowledge on 
the part of those employés and officials would necessarily 
hinder and delay the delivery of light and power, cripple the 
conduct of the business, and cause great loss until that knowl- 
edge had been acquired by the only teachers possible—time 
and experience. 

This knowledge possessed by complainant, derived by it 
from its own experience, and by acquisition and purchase from 
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its predecessors, has an indeterminate, but necessarily a value, 
in ascertaining what is the true value of complainant’s prop- 
erty devoted to the public use in any controversy as to com- 
pensation based upon that value. 


The report of the Special Master was concurred in by 
the Circuit Court without opinion. 


§ 553. Consolidated Gas Case —Report of special master. 

In the New York City Eighty Cent Gas Case the ques- 
tion of going value was considerably confused by the use 
of the term ‘‘good will” to cover both good will in the 
ordinary commercial sense and going value or established 
business. The master in his report says (at pages 206, 
20757 


Outside of proof that Complainant had secured control of 
a majority of the stock of each of the other existing lighting 
companies, no evidence was offered in support of the above 
allegations, but, assuming them to be well founded, it seems 
to me that they are predicated upon an erroneous view of the 
meaning of the term “good-will” as involved in Complainant’s 
claim. It is not necessarily the ordinary commercial good-will, 
such as attaches to an old firm name or place of business and 
is based in large degree upon the personal standing of the foun- 
der of the house. The modern decisions have recognized its 
proper scope as including that species of intangible value which 
comes from the gradual building up of a complete organiza- 
tion in the successful operation of a going concern. Such value 
can exist in the case of large corporations, notwithstanding 
public disfavor, unless this disfavor reaches such a point as 
to result in the absolute destruction of the business. An in- 
stance where good-will of this description was considered by 
the Court was in National Water Works Company v. Kansas 


* Consolidated Gas Company v. Mayer, Report of Arthur H. Masten, 
Master in Chancery, United States Circuit Court, Southern District of 
New York, May 18, 1907. Printed in United States Supreme Court Record 
in Willcox v. Consolidated Gas Company, vol. 1, pp. 206-210. 
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City, 62 Fed. Rep. 853, which was a condemnation proceed- 
a 
The nature of this intangible asset was well described in the 
report of Mr. Talfourd P. Linn, Special Master, filed June 8th, 
1906, in the case of the Columbus Railway & Light Co. v. The 
City of Columbus. [See above, § 552.] 


The master then somewhat confuses the issue by referring 
to two cases that treat of good will in the ordinary com- 
mercial sense: People ex rel. Cornell Steamship Company 
v. Dederick, 161 N. Y. 195, 55 N. E. 927, and Washburn »v. 
National Wall Paper Company, 81 Fed. 17, 26 C. C. A. 
312. The master then refers to the testimony of Dr. 
Humphreys and Mr. Addicks in relation to so-called “‘ good 
will.” He then says (at page 210): 


Neither of the methods above suggested affords a satisfac- 
tory basis for any specific finding as to the value of the good- 
will, considered apart from the question of franchises. It is 
clear that a new company, in addition to a substantial outlay 
for its franchises under existing laws (Greater New York Char- 
ter of 1897, as amended by Laws of 1901, Chap. 466, and Laws 
of 1905, Chap. 629, Sections 73-74), would be subjected to 
enormous expense before it could so perfect its organization 
as to supplant a powerful competitor already in the field. 
The relative cost of its franchises and good will might in such 
a case be to some extent apportioned. But in the present in- 
stance, their reproductive value is wholly in the realm of con- 
jecture, and the two elements are so interwoven that there is 
no apparent basis for their separate appraisement. It is clear, 
however, that each is of substantial value and contributes very 
materially to complainant’s earning capacity. 

As I do not find it practicable to differentiate in figures the 
value of Complainant’s franchises and good-will, I have con- 
cluded to consider all of the intangible assets together as a 
single item, the reasonable value of which I think may be 
fairly fixed at the sum of $20,000,000, or substantially the 
amount that would be reached by following the method adopted 
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by the referee in the Queens County and Suburban Railroad 
Case, before referred to. 


§ 554. Consolidated Gas Case—United States District Judge 
Hough. 

District Judge Hough in considering the master’s report 
clearly distinguishes between good will in the ordinary 
commercial sense and good will in the sense allowed by 
the master, 2. e., established business and business organ- 
ization. He says: * | 


By the definition of this species of property adopted in 
Washburn v. National Wall Paper Co., 81 Fed., at page 20, 
26 C. C. A., at page 315, good will is ‘all that good disposition 
which customers entertain towards a house of business identi- 
fied by the particular name or firm, and which may induce 
them to continue giving their custom to it.’’ I cannot perceive 
how this complainant can possess a good will answering that 
description. There is nothing in the nature of its business 
enabling it to acquire good will in the property sense, or indeed 
in any other. It is required by law to furnish gas to all de- 
manding it within a certain distance of the mains, and it owns 
the mains, service pipes, and meters. What induces a customer 
to remain with this company, its successor or vendee? Nothing 
that I can imagine, except a desire to avoid the nuisance of 
street digging in front of his house; a digging, however, entail- 
ing no expense upon him. Yet even this nuisance is in all 
human probability impossible of occurrence because of the bene- 
ficially monopolistic character of defendant’s present occu- 
pancy of the streets of this city. Nor is there proof in the case 
of the value of what complainant calls good will, on which 
point I agree entirely with the master. 

From the testimony I think it apparent that what is here 
meant by good will is the organization of complainant, long 
established, and doubtless well manned and equipped. Such 
organization is clearly of value, because without it neither 


3 Consolidated Gas Company v. City of New York, 157 Fed. 849, 871, 
decided December 20, 1907. Permanent injunction granted. 
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its tangible nor intangible property can be profitably managed. 
Yet the organization itself is but a method of utilizing that 
which is invested. It is really dependent for its existence and 
continuance upon the franchise, without which there can be no 
useful organization. Tangible property has a certain value en- 
tirely apart from franchise, or right to continue business, or 
method of transacting business; but good will in the sense of 
organization for the business of furnishing gas can have no 
existence whatever apart or detached from the franchise con- 
ferring the necessary privilege. Would any one think of capi- 
talizing good will of this kind and distributing its assumed 
value in the shape of new shares among shareholders, new or 
old? I think the most ingenious financier could not imagine 
such a proceeding, and, if this good will be not property capable 
of such capitalization and distribution, I do not think it prop- 
erty capable of capitalization as against the state. 

Finally, this claim of good will seems to forget that for many 
years the price and distribution of complainant’s gas has been 
regulated by law. A citizen is entitled to have a clean street 
before his house because he pays taxes, inter alia, for that 
purpose. He is much more plainly entitled to have complain- 
ant’s gas in his house because the company must give it to him 
if he pays for it. I think it apparent that the conceivable 
good will of a gas company in this city is about equal to that 
of the street cleaning department of the municipal government. 


§ 555. Consolidated Gas Case —United States Supreme Court. 
In the opinion upon appeal of this case to the United 
States Supreme Court, Justice Peckham says: * 


We are also of opinion that it is not a case for a valuation 
of “good will.” The master combined the franchise value with 
that of good will, and estimated the total value at $20,000,000. 

The complainant has a monopoly in fact, and a consumer 
must take gas from it or go without. He will resort to the 
“old stand,” because he cannot get gas anywhere else. The 


4 Willcox v. Consolidated Gas Company, 212 U. 8. 19, 52, 29 Sup. Ct. 
192, 53 L. ed. 382, January 4, 1909. 
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court below excluded that item, and we concur in that ac- 
tion. 


In the above reasoning the court apparently goes back to 
a consideration of good will in the ordinary commercial 
sense and not to good will as established business and 
business organization which is the only sense in which the 
term was employed as pertinent to the case by either the 
master or the district judge. After reading the report of 
the master and the decision of District Judge Hough, it 


might be taken for granted that the Supreme Court state-_ 


ment ‘‘ We are of the opinion that it is not a case for valua- 
tion of ‘good will’,’”’ could only mean that established 
business and connections and business organization as 
defined in the National Water Works Company v. Kansas 
City, 62 Fed. 853, could not be considered in a valuation 
for rate purposes. Such a construction would, however, 
not harmonize with the opinion handed down the same 
day in Knoxville v. Water Co. (see § 556). 


§ 556. Knoxville Water Rate Case, 1909. 

The case of Knoxville v. Water Co.> was decided the 
same day, January 4, 1909, as Willcox v. Consolidated 
Gas Co., quoted above. In this case the Supreme Court 
expressly states that it expresses no opinion as to whether 
going concern value should be included for the purposes 
of the case at hand, which was a water rate case. In de- 
livering the opinion of the court, Justice Moody says (at 


page 9): 


The first fact essential to the conclusion of the court below 
is the valuation of the property devoted to the public uses, 
upon which a company is entitled to earn a return. That val- 
uation ($608,000) must now be considered. It was made up 


5 Knoxville v. Water Company, 212 U.S. 1, 29 Sup. Ct. 148, 53 L. ed. 
371, January 4, 1909. 


a 
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by adding to the appraisement, in minute detail of all the tan- 
gible property, the sum of $10,000 for “organization, promotion, 
etc.,” and $60,000 for ‘‘going concern.” The latter sum we 
understand to be an expression of the added value of the plant 
as a whole over the sum of the values of its component parts, 
which is attached to it because it is in active and successful 
operation and earning a return. We express no opinion as to 
the propriety of including these two items in the valuation 
of the plant, for the purpose for which it is valued in this case, 
but leave that question to be considered when it necessarily 
arises. We assume, without deciding, that these items were 
properly added in this case. 


§ 557. Cedar Rapids, Iowa, Gas Rate Case, 1909, 1912. 

The case of Cedar Rapids Gaslight Company v. Cedar 
Rapids, 144 Ia. 426, 120 N. W. 966, decided May 4, 1909, 
Supreme Court of Iowa, involves the valuation of a gas 
plant for rate purposes. In regard to going concern, 
Judge Ladd says (at page 969): 


Also the sum of $100,000 was included by these witnesses 
as enhancement of value by reason of being a ‘‘ going concern.” 
As previously intimated, the value of the plant is to be esti- 
mated in its entirety, rather than by the addition of estimates 
on its component parts, though the latter course will materially 
aid in determining the value. Advantages have accrued through 
the sagacity of its management as contended by appellant. 
So, too, there are the inevitable mistakes which would not be 
likely in the construction of a new plant; but to put a new 
plant in profitable operation time would be required, and, 
aside from the intangible element of good will, the fact that 
the plant is in successful operation constitutes an element of 
value. As said, the value of the system as completed, earning 
a present income, is the criterion. In so far as influenced by 
income, however, the computation necessarily must be made 
on the basis of reasonable charges, for whatever is exacted for 
a public service in excess of this is to be regarded as unlawful. 
Save as above indicated, the element of value designated a 
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‘going concern” is but another name for “good will,’ which — 


is not to be taken into account in a case like this, where the 
company is granted a monopoly. Cedar Rapids Water Com- 
pany v. City of Cedar Rapids, 118 Iowa, 234, 262, 91 N. W. 
1081; Willcox v. Consolidated Gas Co., 29 Sup. Ct. 192, 53 L. 
ed. 382. The witnesses for plaintiff took into account ‘good 
will” in giving their opinion of the enhancement in value be- 
cause of being a going concern, and we have no means of sep- 
arating these so as to ascertain their estimate of the separate 
advantage of completion so as to earn a present income. 


Just what is meant by the above discussion and to what 
extent if any it modifies the former decision of the court 
(above, § 551) is not at all clear. On appeal to the Su- 
preme Court of the United States the company claimed 
that the state court erred in not including an allowance 
for good will, going value or franchise value. The Su- 
preme Court, however, affirmed the action of the state 
court in sustaining the rates in question (Cedar Rapids 
Gaslight Company v. City of Cedar Rapids, 223 U. S. 
655, decided March 11, 1912). Justice Holmes in deliver- 
ing the opinion of the court says (at page 669): 


Then again, although it is argued that the court excluded | 


going value, the court expressly took into account the fact that 
the plant was in successful operation. What it excluded was 
the good will or advantage incident to the possession of a 
monopoly, so far as that might be supposed to give the plain- 
tiff the power to charge more than a reasonable price. Willcox 
v. Consolidated Gas Co., 212 U. 8. 19, 52. An adjustment of 
this sort under a power to regulate rates has to steer between 
Scylla and Charybdis. On the one side if the franchise is taken 
to mean that the most profitable return that could be got, 
free from competition, is protected by the Fourteenth Amend- 
ment, then the power to regulate is null. On the other hand if 
the power to regulate withdraws the protection of the Amend- 
ment altogether, then the property is nought. This is not a 
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matter of economic theory, but of fair interpretation of s 
bargain. Neither extreme can have been meant. A midway 
between them must be hit. 


§ 558. Urbana, Ohio, Water Rate Case, 1909—14% allow- 
ance for going value. 

The case of C. H. Venner Co. v. Urbana Waterworks, 
174 Fed. 348, decided November 6, 1909, United States 
Circuit Court, involves the valuation of a water plant in 
order to determine just rates for furnishing water to a city 
for fire purposes in the absence of, a contract as to price. 
District Judge Thompson says (at page 352): 


Upon consideration of the testimony of the experts, Hays, 
Williams, Mead, and Hill, I am of the opinion that the fair 
reproduction value of the property is $155,000, to which should 
be added $25,000, as the ‘‘ going value” of the property. 


Judge Thompson then refers with approval to the defini- 
tion of value arising from ‘‘a system in operation’’ given 
by Justice Brewer and quoted above, § 551. In this case 
the allowance for going value is about 14%-of the total 
fair value. 


§ 559. Cleveland street railway appraisal, 1909—No allow- 
ance for going value. 

- The decision of United States District Judge Robert W. 
Tayler in the matter of the arbitration of the valuation of 
the property of the Cleveland Railway Company, Decem- 
ber 16 and 17, 1909, contains no allowance for good will, 
or for going value. Judge Tayler contends that going 
value so far as the term can be applied to a street railway, 
must be covered by the expense incident to organization, 
superintendence, legal expenses, etc., which expenses in 
this case had been allowed for by a percentage addition to 
inventory value. Judge Tayler says: 


I allow nothing for going value. Going value raises a ques- 
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tion of definition, and it is sufficiently disposed of, according 
to my view, by saying that it only has a value, as applied to 
a street railroad enterprise, because of the expense incident to 
organization, superintendence, administration, legal expenses 
and interest during construction; it is involved in the general 
subject of necessary overhead charge and arises only out of, 
and is to be defined and limited entirely by, the money nec- 
essarily expended to put it into the shape where it has value 
as an operating instrumentality. Beyond that, I recognize no 
value to going value or no such thing as going value to be ap- 
plied to a street railroad enterprise. Nor do I find anything 
properly allowable for good will, as that term is generally de- 
fined. A street railway company which has a monopoly, and 
especially if it has a franchise value remaining, can have no 
good will value. 


§ 560. South Dakota railroad appraisal, 1910. 

Carl C. Witt, the engineer in charge of the South Dakota 
railroad appraisal made under the direction of the state 
railroad commission, explains the omission of going con- 
cern and other intangible assets as follows: ° 


No appraisal was made of the intangible assets. A great 
many arguments have been advanced for and against such 
an appraisal, and in South Dakota it was held that the earn- 
ing ability of any corporation due to its franchise, strategic 
location, efficient organization, going-concern value, etc., while 
perhaps an element of value to be considered in a transfer 
of the property or if assessed on an income basis, should not 
enter into a valuation which would be used for determining 
a just and reasonable return on the investment, because the 
greater the earning power the greater would be the return, and 
that this condition would produce a never-ending increase in 
returns; whereas, when the returns reach a point at which they 
will not only pay a fair dividend on the investment, but take 


6 Carl C. Witt in discussion of paper by Henry E. Riggs on Valuation of 
Public Service Corporation Property, in Proceedings of American Society 
of Civil Engineers, January, 1911, p. 123. 
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care of any depreciation in the physical condition of the prop- 
erty and make all needed improvements in roadbed, buildings, 
and equipment, demanded by the traveling public, shippers, 
increased traffic, or natural causes, they should be kept to that 
point. 


The Board of Railroad Commissioners in publishing 
Mr. Witt’s report of his appraisal comment on this sub- 
ject as follows: ? 


In making this appraisal, no valuation has been placed upon 
the good will or intangible assets of any company. We do not 
believe that the good will of a railway company, the supposed 
franchise value, the advantage due to strategic location, or 
the efficiency of the organization of the company as affecting 
its ability to facilitate the performance of its duties as a com- 
mon carrier should be taken into consideration for the purpose 
of arriving at a value of the railway company’s property. These 
are properly matters to be considered in connection with the 
ability of the company to get business, increase their earning 
capacity, and perform services to the public at a proportion- 
ately lower charge. 

The rate charged to the public for the transportation of 
property should not be based upon any value which takes into 
consideration any supposed intangible value or any franchise 
value, nor should it be based upon any charge for the efficiency 
of its organization of the company to perform its duties to the 
public. 


§ 561. Oklahoma Railroad Rate Case, 1910. 

In the case of Missouri, K. and T. Ry. Co. v. Love, 177 
Fed. 493, decided February 14, 1910, Circuit Judge Hook 
applies the theory of going concern in a railroad rate case. 
He says (at page 496): 

7 Report of Carl C. Witt, Engineer to the Board of Railroad Commis- 
sioners of the State of South Dakota, containing the report of the appraisal 
of the railroad properties in the state with comments by the Board, dated 


November 15, 1910. In Twenty-first annual report of the Board of Rail- 
road Commissioners of South Dakota, 1910, p. 28. 
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An established railroad system may be worth more than its 
original cost and more than the mere cost of its physical repro- 
duction. It has passed the initial period of little or no return 
to its owners which, of greater or less duration, almost always 
follows construction and is not infrequently marked by de- 
fault and bankruptcy. The inevitable errors in its building 
which finite minds and hands cannot avoid have been measur- 
ably corrected, time and effort have produced a commercial 
adjustment between it and the country it was intended to serve, 
relations have been established with patrons, and sources of 
traffic have been opened upand made tributary. In other words, 
the railroad, unlike one newly constructed, is fully equipped 
and is doing business as a going concern. It has attained 
a position after many experiences common to railroad enter- 
prises which entail loss and cost not paid from current earn- 
ings, and which correspondingly make for value. 


§ 562. Des Moines, Iowa, Water Rate Case, 1910, 1911— 
10% allowance for going value. 
Des Moines Water Company v. City of Des Moines is 
a water rate case. After discussing the statements of 
various courts as to going value, all but two of which re- 
lated to valuations for purchase purposes, the Special 
Master, George F. Henry, says (at page 43): § 


So far as I have been able to learn, this expression by the 
Supreme Court of Iowa of seeming doubt as to the right to in- 
clude this ‘‘going value” in arriving at the value of a water 
works plant in determining a fair rate of profit from the opera- 
tion of such a plant, is the only expression of this character 
from any court of last resort. Several of the courts, as will 
have already been noticed, say that they know of no logical 
distinction between sale cases and rate cases with respect to 
the right to include this element of value. I see no such logical 


§ Des Moines Water Company v. City of Des Moines, no. 2468, in equity, 
Report of George F. Henry, Master in Chancery to the Circuit Court of the 
United States, Southern District of Iowa, Central Division, September 16, 
1910. 
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distinction and am of the opinion, in the light of the foregoing 
authorities, that it must be included. 


The special master further states that the highest esti- 
mate of going concern value made by any witness was that 
of Benezette Williams, who appraised this item at $920,000, 
but considered that only one-half of which, $460,000, 
should be allowed the company and the other half should 
_be considered as belonging to the city. The lowest esti- 
mate made by any witness was $12,445. The special 
master fixed the going concern value at not more than 
$168,277 and not less than $167,251. He also determined 
that the value of the property exclusive of going concern 
value was not more than $1,685,948 and not less than 
$1,672,514. The master’s allowance for going concern 
is therefore almost exactly 10% on the physical value of 
the property. 

The above report of the master is approved by Judge 
Smith McPherson in an opinion filed September 16, 1911.° 
Judge McPherson sees no distinction between ‘‘ good will”’ 
and ‘‘going concern”? and apparently takes the ground 
that there is no difference between the good will of a 
newspaper enterprise and the established business of a 
water plant. Judge McPherson says (at page 197): 


The master has found and fixed a valuation upon this prop- 
erty, aS a going concern, as distinguished from the naked plant. 
As to this, both reason and authorities sustain him. Every- 
thing of a business character is thus valued. The peanut or 
news stand on the street corner, the trunk line railroads and 
the street railroad systems, the city and the village stores, the 
newspapers, the carriages for hire in the cities, dairies, bus 
lines, and every conceivable business proposition, has a greater 
value when the business is established, and it isset going, over and 


9Des Moines Water Company v. City of Des Moines, 192 Fed. 193, 
September 16, 1911. 
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above what such value would be when but ready for operation. 
A telephone system may have its wires, but before the business 
can be profitable it must have patrons. It takes effort and 
money to get patrons. While obtaining patrons, the capital 
stock is earning but little or nothing. The street car system 
may have laid its rails and built its power plant, and have 
bought its cars; but it does not have the value that it after- 
wards will have when its business has been adjusted, and the 
people have adjusted their business and their conveniences 
to work in harmony with the system thus established. The 
newspaper plant may have its editors and reporters, and its 
presses, buildings, and offices. The physical valuation in the 
one case is just the same as in the other. But two newspapers, 
possessed of equal physical valuation, are not of the same value, 
as everybody knows. Two merchants may have the same 
stock of goods, as to value, and may be equally well located, 
and may own the same amount of real estate, in value. It is 
not material whether we call it ‘good will” or the “value of a 
going concern,” but there is an intangible value there, and the 
owner has the right to have it determined on such increased 
valuation. | 

These rules apply with equal force to a waterworks system. 
It took a long time to build up the system. First, it had to 
get in touch with patrons, make contracts, and install meters, 
and establish the business. During that period the capital 
stock was not earning what it should have earned. Now that 
it is a going concern, it is entitled to have these values con- 
sidered, in arriving at the true valuation of the plant. Such 
reasoning is endorsed by courts, both national and state Su- 
preme Courts, and such conclusions are the result of sound 
reasoning. Such are the tests in all other vocations and busi- 
ness enterprises. 


§ 563. San Francisco Water Rate Cases, 1903-1911. 

In Spring Valley Waterworks v. City of San Fran- 
cisco, 124 Fed. 574, decided June 29, 1903, the United 
States Circuit Court in granting a preliminary injunction 
against the enforcement of rates established, quotes with 
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_ approval National Water Works Company v. Kansas 
City in relation to allowance of value for established bus- 
‘iIness (quoted above, § 521). On application for a similar 
preliminary injunction District Judge Farrington in 1908 
considers at length the question of a special allowance for 
going concern (at pages 693, 695): 1 


It also appears to be the law that whatever discoverable 
value may attach to the concern as a going business is proper 
to be considered in determining the value of complainant’s 
plant for rate-fixing purposes. ... 

If the company could be assured of a certain income for a 
definite number of years, stability would be given to the in- 
vestment, and probably the franchise and going business would 
become exceedingly valuable; but this is impossible under a 
law which requires annual adjustment of water rates. The 
value of the franchise and going business depends upon their 
earning power. ‘Their earning power depends on the rates, 
and the rates at the present time are regulated by the board 
of supervisors. ... 

The water company’s system, in so far as it is now in serv- 
ice, and possibly in so far as it will be presently serviceable, 
is to be treated as a unit. It probably has a value as a whole 
which exceeds the sum of the values of its several physical ele- 
ments and characteristics. That value is affected by the fran- 
chise, by the fact that the concern is a going business. The 
plant operated under a franchise, a legal right to collect water- 
rates, is more valuable than without such a right; and a plant 
with an established business, with customers who have con- 
nected their houses with the company’s distributing pipes, is 
more valuable than it would be without such connections 
and without such customers. These facts, as well as all other 
discoverable elements of value, should be weighed, but it must 
be remembered that while the rate-fixing agency is in duty 
bound to establish rates which will afford a reasonable com- 
pensation for the use of this plant at a fair valuation as affected 


10 Spring Valley Water Co. v. San Francisco, 165 Fed. 667, October 7, 
1908. 
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by the fact that it is a going business and operated under its 
franchise, there is no duty to go beyond this and confer an addi- | 
tional value for these intangible elements, which is neither dis- 
coverable nor apparent. If the franchise and going business 
have ever had a distinct, independent, productive value, it 
should appear somewhere or at some time in an exhibition of 
distinct earning power. 


This case was finally determined in 1911, when the injunc- 
tion was made permanent. District Judge Farrington 
made no specific allowance for going concern and quotes 
with approval the opinion of Judge Savage (see § 533) 
that going concern has no existence except as a charac- 
teristic of the structure. Judge Farrington says (at 
page 166): 1! 


The fact that complainant’s plant is in actual operation, 
in other words, that it is a going business, is an element of 
value... . The difficulty here is to ascertain what value at- 
taches to the business as a going concern. 


The court then considers various plans used by expert 
witnesses in estimating going value, including the method 
based on early losses, the method based on the value of a 
created income under the comparative plant method, and 
other methods—all of which the court considers more or 
less arbitrary and unreliable—and concludes (page 167): 


Probably nothing further is needed to demonstrate, for this 
case at least, the utter futility of attempting to establish a 
separate and distinct valuation for going business. The burden | 
was on complainant, if it wished such an independent valuation, 
to produce the evidence on which it could be based; but no 
such evidence has been called to my attention. . . . I shall 
consider the fact that complainant has an established business, 
not by fixing a definite value therefor, but along the lines sug- 


1 Spring Valley Waterworks v. San Francisco, 192 Fed. 137, decided 
October 21, 1911. 
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gested by the sound and practical utterances of Judge Savage 
in Brunswick Water District v. Maine Water Co., 99 Me. 371, 
376, 59 Atl. 537, 539. 


Judge Farrington quotes in part the words of Judge 
Savage already quoted above in § 533. No going concern 
value was in fact included unless the acceptance of cost- 
of-reproduction-less-depreciation as the value of the phys- 
ical structures can be assumed to include an allowance for 
going concern. 


§ 564. Louisville, Ky., Telephone Rate Case, 1911—Valua- 
tion as a going concern identified with cost-of-reproduc- 
tion-less-depreciation. | 

In Cumberland Telephone and Telegraph Company v. 

City of Louisville, the court holds substantially that if 

fair value for rate purposes is based on cost-of-reproduc- 

tion-less-depreciation, due recognition is given to the fact 
that the property is a ‘‘going concern.” District Judge 

Evans says: 


Sixth. It is insisted that $50,000 should have been included 
in the estimate as a distinct and additional enhancement of 
the value of the plant because of the fact that the company 
is a going concern. In valuing property of the character of 
- that involved here it would indeed be looking only at “‘its bare 
bones” not to take into consideration the fact that the com- 
pany is a going concern. That fact, however, though possibly 
somewhat unconsciously to themselves, must necessarily, we 
think, have been taken into account by the witnesses who 
testified as to values. Property underground or overhead, 
thinly strung out over many miles, would have very diminished 
value were it not in actual use for the purpose for which it 
was installed. The matter does not appear to have been passed 
upon in the report, nor, while it is argued in the brief, does 


12 Cumberland Telephone and Telegraph Company v. City of Louisville, 
187 Fed. 637, 646, April 25, 1911, United States Circuit Court. Suit to 
enjoin the enforcement of a rate ordinance. Injunction granted. 
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any exception appear to be based upon this phase of the case, 
but we have concluded that this element of value would hardly 
be susceptible of accurate measurement by and of itself, and 
we shall consider the fact to be that it was an inherent factor 
in the estimate made by each witness who testified as to values. 


§ 565. Oklahoma Telephone Rate Case, 1911—20% on re- 
production cost for cost of establishing the business. 

The case of Pioneer Telephone and Telegraph Company 
v. Westenhaver, 29 Okl. —, 118 Pac. 354, decided Jan- 
uary 10, 1911, involves the valuation of a telephone plant 
for rate purposes. The Oklahoma Corporation Com- 
mission had ordered a reduction in the rates of the com- 
pany and the company appealed from this order to the 
Supreme Court of the state. The decision of the Supreme 
Court bases a theory of going concern value on the actual 
cost or loss incurred in establishing a paying business, 
following substantially the views expressed by the Wis- 
consin Railroad Commission (see chapter 24). The fol- 
lowing is from the opinion of the court (pages 359, 360, 
361): 


There is no contention that any value on account of unex- 
pired franchise or for good will should be added to the repro- 
ductive value, in order to ascertain the present value; but it 
is contended that, by reason of the fact that appellant’s plant 
has an established system of operation, has at present cus- 
tomers sufficient in number to pay the operating expenses and 
annual depreciation and some profit, it has a value beyond the 
mere cost of reproducing the plant. This element of value 
contended for has been generally referred to by the authorities 
as ‘‘the going concern value”’ or ‘‘going value.”’ No case from 
the Supreme Court of the United States involving the reason- 
ableness of rates or charges, wherein this question has been 
considered by that court, has been called to our attention. In 
Knoxville v. Knoxville Water Co., swpra, the lower court added 
to the appraisement of the physical properties the sum of 
$60,000 for going concern value. The Supreme Court as- 
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sumed, without deciding, that this item was properly added, 
There are many cases wherein the fair market value of public 
service property was involved, under franchises reserving to 
the municipality the right to purchase the plant at or after a 
stipulated time for the fair market value thereof. ‘These cases, 
so far as we have been able to examine them, uniformly hold 
that, in the absence of a provision in the franchise to the con- 
trary, the going concern element of value must be considered 
in ascertaining the fair value of the plant. . . . For the pur- 
pose of taxation, it is well established that this element of value 
must be included in assessing the property. . . . Whether, 
however, all matters which are considered in the foregoing two 
classes of cases as part of the going value, for the purposes in- 
volved in those cases, should be considered in determining 
the value as a basis for rate making is not necessary to deter- 
mine in this case. It is apparent, . . . that a complete tele- 
plone plant, without a single subscriber, or with but few sub- 
scribers, is less valuable, both to the owner of the plant and to 
the members of the public it serves, than the same plant with a 
larger patronage. The more people a subscriber can commu- 
nicate with over a telephone exchange, the more service, as a 
general rule, is such exchange to him; and it is only when such 
exchange has subscribers that the property of the owner in- 
vested therein has an earning power. But subscribers are not 
obtained without expenditure of money, labor, and time, during 
which the capital invested in the plant earns nothing, and often 
fails to pay operating expenses. The customers must be con- 
nected with the system of the plant; trained employés must 
be obtained; and a system of operation must be established. 
Few industries, if any, involving an investment of $90,000 or 
more, can be made self-sustaining from the first day of their 
operation. The uncontradicted evidence in this case discloses 
that appellant’s plant, for the years preceding the first hearing, 
failed to produce revenue sufficient for operating expenses, cur- 
rent repair, and lay aside an amount for depreciation. During 
the time of development, there is a loss of money actually ex- 
pended and of dividends upon the property invested. How shall 
this be taken care of? Must it be borne by the owner of the 
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plant? Or by the initial customers? Or shall it be treated as 
part of the investment or value of the plant, constituting the 
basis upon which charges shall be made to all customers who re- 
ceive the benefits from the increased service-rendering power of 
the plant by reason of these expenditures? It seems that the last 
solution is the logical, just, and correct one. If rates were to be 
charged from the beginning, so as to cover these expenditures, and 
earn a dividend from the time a plant is first operated, the rate to 
the first customers would be in many instances, if not in all, so 
exorbitant as to be prohibitive, and would be so at the time when 
the plant could be of least service to them. On the other hand, 
the public cannot expect as a business proposition, or demand 
as a legal right, that this loss shall be borne by him who fur- 
nishes the service; for investors in public service property 
make such investments for the return they will yield; and, if 
the law required that a portion of the investments shall never 
yield any return, but shall be a total loss to the investor, capi- 
tal would unwillingly be placed into such class of investments; 
but the law, in our opinion, does not so require. Private prop- 
erty can no more be taken in this method for public use with- 
out compensation, than by any other method. When the use 
of the property and the expenditures made during the non- 
expense-paying and nondividend-paying period of the plant 
are treated as an element of the value of the property upon 
which fair returns shall be allowed, then the burden is distrib- 
uted among those who receive the benefits of the expendi- 
tures and the use of the property in its enhanced value. .. . 
All the evidence of appellant is that the going-concern value 
of the plant in this case is equivalent to 20 per cent. of the re- 
productive value. This evidence is not contradicted by the 
state. The position of counsel for the state and of the Com- 
mission being that, whatever its amount is, it is not an element 
of present value forming a basis for the earning of rates. Twenty 
per cent. of the reproductive value is $18,926.73, which, added 
to the reproductive value of the physical properties found by 
the Commission, makes a total present value, on which ap- 
pellant is entitled to receive a fair return, in the sum of 
$118,560.42. 
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- § 566. Oakland, Cal., Water Rate Case, 1911—No going value 
included—Deficit method rejected. 

Contra Costa Water Company v. City of Oakland, 113 
Pac. 668, decided January 19, 1911, is a water rate case. 
The California Supreme Court discusses going value as 
follows (page 676): 


Both of these witneses also included in their totals an item 
of $500,000, as the value of the going business of plaintiff. 
Their theory in regard to this item was, as stated by learned 
counsel for plaintiff, that the property and business of the plain- 
tiff had a value as being the property and business of a concern 
which, in the legal and commercial sense, is a ‘‘ going concern”’ 
and which has a thoroughly established business, over and 
above and in addition to the mere cost or cost of reproduc- 
tion of its property and plant, and what the value of said 
property would be at the time when its works were just com- 
pleted. . . . It may be conceded that the fact that the works 
of plaintiff are in actual use as part of a going concern give them 
a greater value to the stockholders than they would otherwise 
have. It supplies the capacity to earn returns which would 
otherwise be wanting. Purely for the purposes of this decision, 
we may assume it to be true, as was said by Judge Farrington 
in Spring Valley Water Co. v. City and County of San Fran- 
cisco, supra, that the value of the going business and franchise 
depends upon their earning power. Where, as here, that earn- 
ing power depends on the rates to be fixed annually by the 
city council in such a way as to give only a fair return on the 
property in use, and the franchise is neither exclusive nor de- 
fined by any special contract with the city, these elements 
would appear to play a very small part, if any, in the matter 
of valuation. However this may be, it is plain that none of 
the witnesses furnished any evidence upon which any value 
could be added on account of either of these items. The theory 
of both Mr. Adams and Mr. Schuyler was, as stated by plain- 
tiff’s counsel, that this value was measured by the losses sus- 
tained and the deficiencies of income accruing to it, in the early 
period of its operations, and up to the time that it had been 
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brought to a paying basis. Mr. Kiersted, the only other wit- 
ness on this subject, measured the value of this element of 
“going concern” in practically the same way. Mr. Adams, 
in one of his estimates, concluded as a matter of individual 
judgment that in an enterprise having the characteristics and 
magnitude of the old Contra Costa Water Company, there 
must have been in the inception of the concern losses or de- 
ficiencies in income to the extent of $500,000. In his other es- 
timate, he made a computation of the early losses, treating 
them as the difference between the return of 5.63 per cent. 
which the company had actually received, as computed by 
him from its annual statements, and the return of 7 per cent. 
which he believed it should have received. Mr. Schuyler and 
Mr. Kiersted followed the same general lines. This was all 
the evidence supporting this item. We think it very clear 
that it had no relation to the question of present value and 
afforded no basis for any valuation by the trial court of either 
of these elements, franchise or going concern. . . . It is un- 
necessary to say that the burden was on plaintiff to furnish 
data showing that these elements had a distinct, independent 
productive value, before any such value could be included. 
See, in regard to value of franchise, Willcox v. Consolidated 
Gas Co., supra. In what we have said, we do not desire to 
be understood as deciding that in the matter of fixing water 
rates anything at all should be added to the value on account 
of the element of ‘going concern.” 


§ 567. New York Public Service Commission, First District 
—Going concern considered in rate of return but not in 
fair value. 

The New York Public Service Commission for the First 
District discusses the question of going concern value at 
considerable length in Mayhew v. Kings County Lighting 
Company, 2 P. S. C. Ist D. (N. Y.) —, decided Octo- 
ber 20, 1911. The opinion is by Commissioner Maltbie: 


A few pertinent facts that relate to the present case should 
be noted: | 
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1. Throughout the appraisal the plant has been treated as 
a “going concern.” The property has not been valued as a 
defunct or static concern. If it had been, the value would be 
very much lower than the amount fixed. In considering depre- 
ciation, for example, the fact that the plant is being, has been 
and probably will continue to be operated has been recognized 
as an important factor. 

2. The appraisal contains generous allowances for con- 
tractors’ profits, engineering, supervision, administration, con- 
tingencies and incidentals, amounting to about $340,000. 

3. Preliminary: and development expenses, including pro- 
motion and organization of the original company, legal and 
technical advice, franchise requirements, experimental and trial 
operation of machinery, organization of staff, etc., have already 
been included at $260,000. These items are certainly connected 
with the creation of a ‘going concern” and with the develop- 
ment of the business. 

4, The estimates of the witnesses for the company as to 
“going value” were not based upon actual expenditures of the 
company, but upon assumptions and hypothetical considera- 
tions. 

5. No records of actual expenditures made by the present 
company or its predecessors have been produced although re- 
quested. If the establishment of a going concern necessitates 
investment beyond the items already passed, the fact and ex- 
tent of such investment should be shown. 

6. The present case is a rate case, the fundamental ques- 
tion being to determine what the reasonable income to be col- 
lected from gas consumers should be. Consequently, compu- 
tations to determine fair value or fair return based upon present 
income are unsound and illogical. 

7. Good will is not a proper element to be appraised and 
included in fair value. (Willcox v. Consolidated Gas Co., 
212 U.S. 52; Omaha v. Omaha Water Co. 218 U.S. 202.) What 
may not be valued under the name of good will or franchise 
value may not be infused into fair value under another name. 

In the opinion of the Commission, whatever allowance should 
be made for the various factors covered by the somewhat vague 
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and indefinite term ‘going concern” beyond what has already 
been conceded should be made in determining the fair rate of 
return. 


The question of the proper treatment of early losses or the 
cost of establishing the business was discussed by Com- 
missioner Maltbie in the Queens Borough case which was 
decided a few months prior to the Kings County case. 
He says: 3 ~ 


It is argued that, if the principle is adopted that the amount 
included for “‘going concern” should be limited to expendi- 
tures made prior to the time when operation begins, a further 
allowance should be made in the rate of return if in the early 
years of operation the plant did not earn a fair return after pay- 
ment of all proper operating charges. This idea should be 
considered in every rate case, but in this instance it has thus 
far been impossible to determine the facts, because the early 
records of the company can not be obtained. Some records have 
been found which seem to indicate that the predecessor com- 
panies did earn at least a fair return and others which seem to 
cast doubt upon this statement. 


It should also be noted that Frere gas ‘and eee plants Hee 


been in operation for a considerable period. The electric plant 
was operated. as early as 1898 and the gas plant as early as 1894. 
It might be argued with considerable force that 12 to 17 years 
should be sufficient for a company to recoup its early deficien- 
cies below a fair rate of return. Such a statement would have 
special force in the present case, as the general rates of the pres- 
ent and of the predecessor companies have not been regulated 
by statute. Ifthe company has not recouped itself by this time, 
it is doubtful whether the present consumers ought to be bur- 
dened for this reason. .. . 

The converse of this proposition is that if these various ex- 
penses which go to make up “going concern” are to be charged 
to operation, the company should be allowed to charge rates 


13 Re Queens Borough Gas and Electric Company, 2 P. 8. C. 1st D. (N. 
Y.) —, June 23, 1911. 
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- that will yield a sufficient income to pay them and also a fair 
return upon the fair value of the property. If good manage- 
ment and foresight have been used in the initiation and con- 
duct of the undertaking, this statement is sound. But it ordi- 
narily happens during the first few years of operation that 
the company does not earn a fair return. How, then, are the 
investors to be made whole? 

There are two solutions. One is to capitalize the losses or 
deficiencies below a fair return and all the other elements which 
are said to be included in “going concern.”? This would be 
accomplished by using the proceeds from the sale of stocks, 
bonds or notes to pay expenses for ‘going concern” and a fair 
return to investors. To use money from such sources to pay 
dividends would be absurd, dangerous and unjustifiable. If 
such a practice were started, where would it end? Probably in 
bankruptcy and dissolution. 

The use of capital moneys to pay current expenses after opera- 
tion has been begun is open to similar criticism. Who is to de- 
termine whether a canvasser, an accountant, an engineer, or a 
laborer is to be paid out of capital or earnings? All are con- 
nected with the operation of the plant, but if the theory is 
sound that ‘going concern” expenses are to be charged to capi- 
tal, the wages or salaries paid to certain employees must be 
paid out of capital. Who is to decide when this shall be done 
or when it shall cease after it has once been started? How may 
one determine when an employee is contributing to “going 
concern’’? It is easy to fix a date when the construction period 
ends and operation begins, but how may one know when “going 
concern” expenses cease? To follow this solution of the prob- 
lem would open the door wide to over-capitalization, financial 
manipulation and the misappropriation of funds. 

The other solution is to charge all such expenses to operation, 
to attempt to make no fine-spun distinctions and then to per- 
mit the company to charge in later years rates sufficient to offset 
its deficiencies below a fair return in the first few years. This 
method involves no questions as to capitalization and cannot 
result in the inflation of securities. Ordinarily, the company 
which is wisely managed follows this very course and works 
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out an adjustment by itself. Questions arise only when the 
State, through some agency, is called upon to determine whether 
the rates are reasonable. Then the rate of return to be allowed 
upon the investment should be such as to offset losses in early 
years. This principle is adopted in this case, and no further 
allowance is made for ‘‘going concern” in determining the 
fair value of the property. When we come to the discussion 
of a fair rate of return, the other phases of this principle will be 
considered. 


§ 568. New York Public Service Commission, First District 
—Adjustment of parts, established connections and busi- 
ness experience as elements of going concern. 

In re Queens Borough Gas and Electric Rates, 2 P. S. 
C. Ist D. (N. Y.) —, decided June 23, 1911, the New 
York Commission also considers the claim that there 
should be included in going concern value an allowance for 
adjustment of parts, established connections, and business 
experience. Commissioner Maltbie says: 


The representatives of the company have argued that in 
addition to all of the factors already included there should be 
added some considerable amount for “going concern.” They 
say, in substance, that there is an added value in the property: 
(1) because it has been adjusted, tried out and unified; (2) be- 
cause the company has a clientele, established connections 
and a name in the community; (3) because valuable experience 
and data regarding the business have been accumulated ; and 
(4) because the early years wherein losses usually occur have 
been passed. 

The first fact to be kept in mind in discussing this subject is 
that the present case is a rate case. In condemnation proceed- 
ings these factors have been considered, but fair value for con- 
demnation is not necessarily fair value for rate making, and the 
courts have recognized this distinction. (See City of Omaha »v. 
Omaha Water Co., 218 U.S. 203, and cases cited in that opinion.) 

Secondly, some of the elements attributed to going value 
have already been liberally allowed for under the heading 


» 
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“preliminary and development expenses,” and in connection 
with the appraisal of the physical property in the form of over- 
head charges... . 

In the third place, much of the information and experience 
referred to is personal and does not go with the property. 
It appertains to the individual manager or superintendent, and 
when he leaves he carries it with him. The company may be 
able to pay its stockholders large dividends because it receives 
from its employees more than it pays them, but it is certainly 
improper to capitalize the experience or ability of such em- 
ployees or to urge it as a reason for higher rates than should 
otherwise be charged. 

A fourth consideration is that many of the elements included 
in “going concern” are transitory or recurrent. Every new 
piece of machinery or plant must be tried out and adjusted, 
and all property, except possibly land, must be replaced from 
time to time. Thus, the adjustment and adaptation referred 
to involve continued expense and not alone at the beginning. 
The data collected must be kept up to date or become value- 
less, and conditions change constantly. Advertising and can- 
vassing must be continued from year to year or the business 
will retrograde or fail to keep pace with the growth of the city. 
Population is changing and new buildings are being erected. 
The company that would maintain its position must remain 
active. Experimentation must go on. New methods and in- 
ventions will continue to appear, and these must be tested to 
separate the wheat from the chaff. 

In so far as these elements are transitory and call for expen- 
ditures year after year, it is obvious that they should not be 
paid out of capital, but should be charged as a part of operat- 
ing expenses. The former practice would lead to over-capitali- 
zation and ultimately to disaster. The latter is the sound and 
prudent course, and the one followed by conservative financiers. 
It follows that if these expenses are operating charges, they 
should not be included in the fair value of the property. 


§ 569. Summary. 
Aside from the rulings of the Wisconsin Railroad Com- 
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mission, among all the rate cases reviewed in this book 
there are but four in which an allowance for going con- 
cern was actually included in the valuation. These are 
the Columbus Electricity Rate Case in 1906 in which the 
- opinion is that of a Special Master of the United States 
Circuit Court (see § 552); the Urbana, Ohio, Water Rate 
Case in 1909, by a judge of the same court (see § 558); the 
Des Moines, Iowa, water rate case in 1910-1911, by a 
special master and judge, also of the same court (see § 562); 
and the Oklahoma Telephone Rate Case in 1911, by the 
Oklahoma Supreme Court (see § 565). In addition there 
are a few cases in which the propriety of an allowance for 
going value is recognized though this theory is not actually 
applied to a valuation. These cases are, Metropolitan 
Trust Company v. Houston and T. C. R. Co., where the 
opinion was rendered in 1898 by Circuit Judge McCor- 
mick (see § 550); Missouri, K. and T. R. Co. v. Love, 1910, 
where the opinion is by Circuit Judge Hook (see § 561); 
Spring Valley Waterworks v. San Francisco, 1903, where 
the opinion is by Circuit Judge Morrow (see § 563); 
and San Joaquin and Kings River Canal and Irrigation 
Company v. Stanislaus County, 1911, where the opinion 
is also by Circuit Judge Morrow (see § 695). In Cumber- 
land Telephone and Telegraph Company »v. City of Louis- 
ville, 1911, where the decision is by District Judge Evans 
(see § 564) and in Spring Valley Water Works v. San 
Francisco, 1911, where the decision is by District Judge 
Farrington (see § 563), it is held substantially that where 
fair value for rate purposes is based on cost-of-reproduc- 
tion-less-depreciation, due recognition is given to the fact 
that the property is a going concern. This is therefore a 
denial rather than a recognition of the claims of the ad- 
vocates of going concern value. 

Of the few rate cases in which going value is specifically 
allowed the decision in Pioneer Telephone and Telegraph 
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Company v. Westenhaver seems to be the most carefully 
considered (see § 565). Here the court recognizes that in 
purchase cases and tax cases the going value may perhaps 
be composed of different elements than are proper for 
consideration in a rate case. The court bases going value 
chiefly on the actual cost of building up the business, thus 
following substantially the views expressed by the Wis- 
consin Railroad Commission (see Chapter 24). 

In most of the numerous cases in which fair value for 
rate purposes has been discussed no mention whatever has 
been made of a special element of going concern value. 
It was however referred to and specifically disallowed in 
Cedar Rapids Water Company v. City of Cedar Rapids, 
1902, where the decision was by the Supreme Court of 
Towa (see § 551); in the Cleveland street railway appraisal, 
1909, where the decision was by District Judge Tayler 
acting as arbiter (see § 559); in Consolidated Gas Com- 
pany v. City of New York, 1907, where the decision is by 
District Judge Hough (see § 554); in Mayhew v. Kings 
County Lighting Company, 1911, where the decision is by 
the New York Public Service Commission for the First 
District (see § 567). The New York Public Service Com- 
mission, however, recognizes that uncompensated losses 
necessarily incurred in building up a business should be 
considered in a rate case, but that such allowance as is 
just should be made by a slight increase in rate of return 
rather than by an increase in capital value. 

The preponderance of precedent is at present undoubt- 
edly against the inclusion of going concern value ina 
valuation for rate purposes. This seems also to be the 
position of the Supreme Court of the United States. In 
Knoxville v. Water Company, 1909 (see § 560), the court 
found it unnecessary to pass on the question. In Omaha 
v. Omaha Water Company, 1910 (see § 535), in which the 
Supreme Court lays down the rule that going value 

32 
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should be considered in a purchase case, the inference is 
strong that the court considers that there is a clear cut 
distinction in this problem between rate and purchase 
cases (see § 535). In Cedar Rapids Gaslight Co. v. City 
of Cedar Rapids, 1912 (see § 557), the Supreme Court 
holds that where a court, in fixing fair value for rate 
purposes, has taken ‘‘into account the fact that the plant 
was in successful operation,” it has given adequate con- 
sideration to the going concern factor. Taken in its 
context this seems to mean that if a plant is in successful 
operation it is entitled to a valuation based on the cost 
or the cost of reproduction less existing depreciation 
of the complete plant and not upon the mere salvage 
value of its separate units. If the plant were to be dis- 
mantled the separate units would have a comparatively 
small value, but so long as the plant is in successful opera- 
tion and entitled to continue such operation the plant 
must be valued as a going concern. This seems to be a 
complete denial of the claims of the advocates of a separate 
and distinct allowance for going value or going concern 
value. 

This is the view taken by Judge Robert Sloan, special 
master in chancery, in his report, filed April 4, 1912, 
in the Des Moines Gas Case. J udge Sloan had bane in- 
clined to allow the claim of the company to $300,000 as 
going value. But when the decision of the Supreme Court 
of the United States in the Cedar Rapids case was handed 
down he concluded to exclude this item. Referring to 
the Cedar Rapids decision he says: 4 


In my judgment, after considering the able and thorough 
arguments of counsel, it is decisive of the question, and holds, 
that “going value” should not be considered in determining 

*Des Moines Gas Company »v. City of Des Moines, United States Cir- 


cuit Court, Southern District of Iowa, Central Division, Report of Robert 
R. Sloan, Special Master in Chancery, April 4, 1912. 
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the basis upon which the complainant is entitled to have its 
return reckoned, and I feel it is my duty to so state. 

The physical value as hereinbefore determined is reckoned 
upon the fact that the plant was in “successful operation’? when 
the ordinance was enacted, otherwise its value would be much 
less. The “going value” is that enhancement which results 
from a well developed and paying business. This would result 
in reducing the estimated deficits for each year $24,000 and 
yield a return to the complainant of at least 6 per cent. on 
$2,100,000. 


CHAPTER XXIII 


Going Concern as the Value of a Created Income 


§ 580. Definition—Alvord and Metcalf. 

581. Definition—Benezette Williams. 

582. Going value development period—Water supply. 

583. First theory as to development period. 

584. Second theory as to development period. 

585. Third theory as to development period. 

586. Development period for other utilities. 

587. Value of earnings during construction period. 

588. Income under existing rates v. Income under reasonable rates. 

589. Wisconsin Railroad Commission disapproves comparative. plant 
method. 

590. New York Public Service Commission, First District, disapproves 
comparative plant method. 

591. United States District Court in San Francisco Water Rate Case 
rejects comparative plant method. 

592. Value of created income bears no direct relation to cost. 

593. Summary. 


§ 580. Definition—Alvord and Metcalf. 

The value of a created income has been defined as: 
‘The sum of the present worths of the annual excess in 
net earnings, or return, from the existing plant, as com- 
pared with those of the comparative plant, in the period 
of years from the date of valuation to the time when the 
earnings of the comparative plant can reasonably be 
assumed to equal those of the existing plant.’ This 
theory has been elaborated in detail by John W. Alvord, 
a waterworks engineer, who has applied it in a number of 
valuations of water plants for purposes of municipal pur- 
chase in which he has served as official appraiser. Mr. Al- 
vord also holds that, put in the language of the theory of 
reproduction ‘‘the value of a created income”’ is the “cost 
of reproducing a given income.” This theory is ably 
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defended and discussed in the Proceedings of American 
Water Works Association, 1909.1| The theory has also 
been defined in a more recent paper before the American 
Society of Civil Engineers by Leonard Metcalf and John 
W. Alvord, joint authors: ? 


Going value is defined as the value of a created income. 
While it pertains to the business rather than to the physical 
plant, it is nevertheless true that in any just determination 
of the reproduction cost of a property it is as real an element 
in this reproduction cost as is the cost of reproducing pipe lines, 
pumping stations, or any other part of the physical plant. 

As a means of determining going value, the ‘comparative 
method” is suggested. This consists in an analysis of the rel- 
ative net earnings or return to be derived from the existing 
plant as compared with that from a hypothetical ‘comparative 
plant”? which is assumed to be built on the date of valuation 
and to acquire the business of the existing plant, in the territory 
served by it, as rapidly as possible, under noncompetitive con- 
ditions. The sum of the present worths of the annual excess in 
net earnings, or return, from the existing plant, as compared 
with those from the comparative plant, in the period of years 
from the date of valuation to the time when the earnings of 
the comparative plant can reasonably be assumed to equal 
those of the existing plant, is then the measure of the going 
value of the existing plant. It represents the amount which a 
purchaser could afford to pay for the existing property with 
its established income, in excess of the value of its bare phys- 
ical plant. 

In analyzing the going value of any public service corpora- 
tion, it is suggested that the investigator place himself in the 
position of an investor having in hand the necessary capital, 


1 Notes on Going Value and Methods for its Computation, John W. Al- 
vord. Paper and discussion, American Water Works Association, Proceed- 
ings, 1909, pp. 184-279. 

2'The Going Value of Water Works, in Leonard Metcalf and John W. 
Alvord, Transactions American Society of Civil Engineers, April 5, 1911, 
vol. 73, pp. 326, 354. . 
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either to buy the existing going plant with its established busi- 
ness, or to build a new comparative plant to replace it and 
its established business under noncompetitive conditions, and 
then determine the return which he would receive upon his 
capital in both cases. 


§ 581. Definition—Benezette Williams. 

The fundamental principle of the above theory was 
perhaps first worked out and applied by Mr. Benezette 
Williams in the Dubuque Water Works appraisal. He 
has defined going value as follows: ° 


Going value is the potential business value, the amount of 
which must be determined by the net income which a plant in 
operation can produce, in excess of that which a substitute 
plant of like character can produce, the construction of which is 
begun at the time of valuation; the annual excess income being 
reduced to present worth. ... Thus, while going value on 
one side depends upon the earnings of the plant being valued, 
it is dependent on the other side upon the rate at which it 
would be possible for a new, or substitute plant, to acquire 
business in the same, though a clear field, beginning with the 
time the valuation takes place. In other words, it is the dif- 
ference in earnings of the plant in question, and the probable 
earnings of a substitute plant, with all its business to acquire, 
between the time of valuation and that time in the future © 
when their revenues are supposed to become equal, that con- 
stitutes and measures going value. 


This theory has been further explained by Messrs. 
Benezette Williams and C. a Williams in a rena to the 
city council of Peoria, IIl.: 


Physical existence alone does not, and can not, bring value. 
Value emerges only when earnings or services, are rendered by 


3 Proceedings American Water Works Association, 1909, p. 247. 

* Report to the Mayor and City Council on water rates for the plant be- 
longing to the Peoria Water Works Company, Peoria, Illinois, by Ben- 
ezette Williams and C. B. Williams, September 8, 1910, pp. 11-13. 
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the operating plant. Hence, the value of any plant is necessarily 
made up of two fundamental and inseparable elements; the 
value of the physical plant, or ‘‘structural value,’”’ and the 
value of its business, the “‘going value.” .. . 

The proposition that a plant without service to perform, 
and without earnings, present or prospective, would be devoid 
of value, except to be dismantled and sold as real estate, second- 
hand machinery and junk, is no more apparent than that its 
value is due to service to be performed and earnings to be made 
in the future, and not to what has been done in the past. 

It is equally clear that the structural value of an operating 
plant must be ascertained by comparing it with a similar new 
or substitute plant, produced as of to-day, but operating to- 
morrow, under the limitation of future requirements, and that 
it is the revenue which the plant in operation can produce in 
the future, that could not be obtained or produced by such a 
substitute plant, that constitutes “going value,’’ and measures 
its magnitude. © 

It follows from the foregoing propositions, that there is no 
vital distinction between the controlling principles applicable 
to determining structural value and going value. In each case 
a substitute plant is hypothecated, which is a substantial du- 
plicate of the operating plant in function and mechanical de- 
tail. The hypothecation is carried to the extent of building 
it, mentally, not only at the prices of to-day, but of doing the 
work under the conditions and environments of to-day. If 
pavements cover the street pipes, the expense of taking up 
and relaying them forms a part of the cost of the hypothetical 
distribution system, even though they were not in existence 
when the pipes were originally laid... . 

In like manner, having the past earnings and cost of operat- 
ing the present plant, and its probable future net earnings 
fixed upon, its going value is obtained by a comparison with 
the probable operating results which the substitute plant 
could give, if it were to be built to-day according to the hy- 
pothesis. . 

In computing going value as in determining structural value, 
it is necessary to distinguish between cost and value... . 
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Another purpose is to establish the proposition that it is 
the service which the physical structure will perform in the 
future, not the work it has done in the past, that determines 
its value as an operating mechanism; and that it is the net 
earnings which it will produce in the future, not what it has 
produced in the past which determines its value as a revenue 
producing agency. In other words, that the value of a public 
utility is based wholly upon its future power of service, the 
past and present cost of construction and operating being used 
only as an aid to forecast the future. 


In the above case a going value of $856,096 was found 
based on a total investment of $1,950,000 and a going value 
of $665,096 when based on an investment of $2,150,000. 
This amount is secured by assuming a construction pe- 
riod of 2 years and a development period of 18 years. 
However, although under the method used there was a 
going value of $600,000 to $800,000, the amount actually 
recommended to be included in the valuation as going 
value was but $316,020. No explanation is given as to 
why the full estimated going value is not taken for the 
purposes of this case. 

Mr. Williams agrees with Messrs. Metcalf and Alvord 
that going value is the value of a created income, but takes 
exception to the assumption that ‘“‘the value of a created 
income” is the same thing as “‘the cost of reproducing a 
given income.” ® 


§ 582. Going value development period—Water supply. 
Obviously under the comparative plant method of de- 
termining going value, the longer the period assumed as 
necessary in order that the business of the comparative 
plant may overtake the growing business of the exist- 
ing plant, the greater will be the going value of the existing 
plant. In the case of a water works, the amount of going 


> Proceedings American Water Works Association, 1909, p. 245. 
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value found will vary greatly according to which of the 
following methods of determining the development period, 
is adopted. First, it may be assumed that no water works 
has existed and the inhabitants are getting their supply 
from wells. Under this supposition it would of course take 
many years for the people to abandon their old methods of 
supply and to adopt new. Second, we may assume that 
the public is educated to the use of water under pressure 
but that it is still using the old methods. This would re- 
sult in a much shorter development period than the above. 
Third, instead of assuming something contrary to fact, 
we may take the existing situation, which is that the 
prospective consumers of the new plant not only do not 
have to be educated to the use of water under pressure but 
have their houses and buildings already piped for such 
use. They have a large investment in house fixtures, 
plumbing and sewer connections and the continuance of 
the service is absolutely indispensable to them. This re- 
duces the going value development period to a negligible 
quantity. 


§ 583. First theory as to development period. 

The first of the above theories in regard to the develop- 
ment period is stated by Benezette Williams in a minority 
opinion filed in the Proceedings and Findings of the Board | 
of Arbitration in the matter of the Dubuque Water Com- 
pany and the City of Dubuque, 1899, page 39: 


In Dubuque the “going value” should be determined by 
what new works of like capacity would accomplish during the 
period considered, beginning in a city of the present size, but 
which had had no water works, and in which all the inhabitants 
were provided with the usual domestic methods of getting 
water, compared with what the old works would accomplish 
during the same period, that has been in operation twenty- 
eight years. With the new works, the acquirement of new 
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business would be necessarily slow. It would take many years 
for people to abandon their old methods of supply and adopt 
the new. 


§ 584. Second theory as to development period. 
The second theory in regard to the development period 
is stated by Leonard Metcalf and John W. Alvord in their 


paper on the going value of waterworks: ° 


The past history of water-works, many of which were built 
during the Eighties, is not a fair criterion for the period re- 
quired for the acquisition or development of business by water- 
works to-day, principally for the reason that the public is now 
educated to higher standards of living, and to the use of water 
under pressure, which would result in much more rapid develop- 
ment of income by water-works now than formerly. While 
some have urged that a water company is entitled to be credited 
with the cost involved in educating the public up to modern 
standards, was not this cost rather in the nature of an operat- 
ing cost, than of a capital expenditure, inasmuch as this advan- 
tage immediately accrues, without cost, to any newcomer in 
the field, and cannot be held as a monopoly or asset by the ex- 
isting company? It is usually assumed, therefore, that the 
public is educated to the use of water, and that the cost of 
that education is lost to the existing plant. 


§ 585. Third theory as to development period. 

The third theory of the development period is stated by 
Clinton 8. Burns in a discussion of the paper by Messrs. 
Metcalf and Alvord before the American Society of Civil 
Engineers: ’ 


The reason offered for this statement, that the public is 
now educated to higher standards of living, and to the use of 
water under pressure, which would result in much more rapid 


6 Transactions of the American Society of Civil Engineers, vol. 73 (1911), 
pp. 326, 336. 
7 Transactions American Society of Civil Engineers, vol. 73, pp. 326, 358. 
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development of income by water-works now than formerly, is 
undoubtedly true; but this is by no means the principal rea- 
son. Of far greater influence is the fact that property is invested 
in house fixtures, plumbing, and in sewer connections. 

Some experts maintain that were it not for the past exist- 
ence of the water-works system, none of these vested property 
interests would be in existence, and that therefore these must 
be ignored in estimating the length of time required for the 
acquirement of the business. This, however, seems to be an 
assumption entirely contrary to pure logic, and not warranted by 
the facts. A corporation can not take control of the vested 
property of an individual, nor claim any assets or benefits ac- 
cruing therefrom. Hence, when considering the comparative 
plant, all property other than that belonging to the water com- 
pany itself must be assumed to remain intact, and any compu- 
tation of going value that fails to take these conditions into 
account is not in accord with correct logic. These plumbing 
fixtures, house connections, bath-rooms, sewer connections, 
lawns that demand water service, and all kindred metropolitan 
conditions that compel the uninterrupted continuance of the 
water service, are factors the existence of which can not be 
denied. They are present actualities, and just as much to be 
considered as any local factor affecting the cost of reproduc- 
tion of any of the physical property. 


§ 586. Development period for other utilities. 

The above theories as applied to the going value devel- 
opment period may with variations be applied to gas, 
electricity, telephone, railroad, street railway, and other 
utilities. The analogy in the case of gas and electric 
lighting is quite close. The railroad, however, is a differ- 
ent proposition. It is such a fundamental part of the 
industrial structure that it is a great tax on the imagina- 
tion to picture the present population and industrial 
structure as existing without the railroad. First, we may 
assume the stage coach, mule team and canal boat and 
an industrial, commercial and social world that knows 
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nothing of better methods, and estimate how long it would 


take for a railroad to get a business equal to that of the 


existing road. Or, second, we may assume that the people 
while still using the old methods of transportation have 
been educated to prefer the new, but that before using the 
new to the fullest extent will necessarily have to readjust 
or reconstruct existing methods of production and dis- 
tribution. Factories and warehouses will have to be con- 
structed along the line with side track connections. 
Much time will have to elapse before the enormous new 
business made possible by the new and cheaper method of 
transportation can be developed. Or, third, we may put 
aside such vagaries and suppositions contrary to fact and 
take the present social and industrial organization with 
its absolute necessity for railroad transportation. There 
can be no development period, for the business is at hand 
and must use the railroad. 

The railroad is a necessity. Urban transportation is a 
necessity. A public water supply is a necessity. A light- 
ing system is a necessity. They are utilities that can not 
be permitted to stop. The consumer must use them or 
suffer irreparable injury. It is fanciful to speak of a 
development period for the new plant under these condi- 
tions. If the old plant were wiped out, the new plant 
would have the business at once if already constructed, 
and otherwise as soon as completed and ready for opera- 
tion. 


§ 587. Value of earnings during construction period. 

In estimating the value of the created income, in addi- 
tion to the excess net earnings during the assumed develop- 
ment period there are the total net earnings during the 
assumed period of construction. This often forms the 
larger part of the estimate of going value. Not all es- 
timators using the theory of the created income consider 
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it proper to include the net earnings of the construction 
period and there is certainly grave objection to so doing. 
In building a new plant the investor would have to in- 
elude an allowance for interest during construction as a 
part of the construction cost. This is legitimate and is 
usually included in an estimate of original cost or of cost 
of reproduction. But is a completed structure worth 
actual cost plus net earnings during the period it would 
take to construct a similar structure? If such net earnings 
are in fact only the reasonable market rates for invest- 
ments of this character no one will pay a premium to en- 
joy now what he can secure later without the payment of 
such premium. He can presumably secure the current 
rates of return without paying a premium therefor. Mr. 
Alvord maintains that the net earnings of the existing 
plant during the assumed construction period are a part 
of the going value. He says:° 


Take the case of a city contemplating the possible purchase 
of a Public Utility Company’s works, or the alternative of build- 
ing a duplicate plant of its own. Any estimates it may make for 
building a duplicate plant that neglected to remember that its 
duplicate plant would not commence acquiring revenue until 
after completion would unfairly represent the situation, for the 
city obviously would want to purchase the going plant at such 
price if it could, because it would at once jump into possession 
of its revenues, when to build one of its own (without consider- 
ing at all competition) would necessitate only beginning to earn 
after construction was finished. 

It is therefore quite certain that there is an element of going 
value accruing to a going plant by reason of the fact that it 
cannot be created instantaneously by the mere “rubbing of an 
Aladdin’s lamp,” and that usually some years of construction 


8 Notes on Going Value and Methods for its Computation, John W. 
Alvord. Proceedings American Water Works Association, 1909, pp. 184, 
204. 
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must necessarily elapse before revenue could be even begun to 
be acquired by a rival of any kind. 


The above might be called the ‘‘hold up” theory of 
going value. It is a capitalization of an assumed power to 
hold up the city to the payment of an excessive price due 
solely to the fact that the company has something for 
which the city has urgent present need but which can not 
be duplicated without a year or more delay. A hold up 
of this kind is out of place in an attempt to find a fair and 
equitable basis of valuation for purposes of purchase, con- 
demnation or rate making. 


§ 588. Income under existing rates v. Income under reason- 
able rates. 

Instead of being based on present income under existing 
rates, the theory of going value may be based on the value 
of estimated income under reasonable rates. If rates are 
too low and higher rates would have produced more in- 
come, the income to be valued will be greater than the 
present income. If on the other hand the rates are too 
high the income to be valued will be less than the present 
income. Clinton §. Burns, a water works appraiser, has 


defined going value as based on anticipated profits under 


reasonable rates of charge as follows: ? 


The present worth of the amount by which the anticipated 
profits of a going plant, operating at reasonable rates, exceed 
the present worth of the anticipated profits of a similar hypo- 
thetical starting plant (the comparative plant), operating at 
those same rates. 


Apparently most appraisers in estimating going value in 
water works appraisals for purposes of municipal purchase 
® In discussion of paper by H. E. Riggs on Valuation of Public Service 


Property, in Transactions American Society of Civil Engineers, vol. 72, 
D. is 


§ 588] GorInc CONCERN AS CREATED INCOME 511 


have based estimates of ‘‘ the value of created income” and 
‘“‘cost of reproducing a given income” on income or esti- 
mates of income under existing rates. D. H. Maury in 
discussing John W. Alvord’s paper on going value in the 
proceedings of the American Water Works Association, 
1909, states that a fair estimate of going value can only 
be made upon the assumption that the rates to be charged 
are fair rates. He says (at page 224): 


If the rates are too high, it will be unfair to give to the cor- 
poration a going value based upon these excessive rates. If the 
rates are too low,—with the same volume of business repre- 
sented as in the case of the higher rates, the same length of 
time of service, the same number of connections, the same time 
required to build up the business,—if the rates are too low, it 
would be equally unfair to mulct the company by basing its 
going value upon rates which are not sufficient to pay the proper 
returns. 


Mr. Maury then reverts to the argument that an at- 
tempt to determine going value on a basis of fair rates 
would be to argue in a circle because to increase or reduce 
rates would be to increase or reduce the going value and 
consequently there would be two unknown quantities and 
no definite conclusion could be reached. He suggests, 
however, that the difficulty can be solved by the use of a 
cut and try method as follows (page 224): 


The estimator would take the actual rates; he would know 
the physical value; he would figure the going value at the actual 
rates; he would add the going value to the physical value; and 
see whether the actual rates gave a fair return. If the actual 
rates gave too low a return, then he would raise the rates to 
another figure, and make a new calculation of the going value, 
' add it to the physical value, and see whether the rates gave a 
fair return. The second time he would probably be closer to 
fair rates and to a fair going value; and so, by a cut-and-try 
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method, he would ultimately come nearer to correct results, in 
proportion to the number of approximations that he made, 
finally arriving at reasonable accuracy. 


Messrs. Benezette and C. B. Williams in their report on 
water rates of the Peoria Water Works Company referring 
to a statement of the Wisconsin Commission (quoted be- 
low, § 589) write as follows in relation to this question 
(at page 27): 1 


The difficulties which the commission encountered, and which 
some other minds encounter, in basing ‘‘going values” upon 
revenue which may be too high, are only imaginary. The dis- 
criminating appraiser can determine from the revenue, within 
small limits, whether the rates are too high as a whole, to give 
a proper basis for computing going value, and he can always 
correct the going value to conform to the proper revenue after 
it has been determined. 


Of course there is one solid basis of fact to work upon and 
that is the structural value of the property. The rate of 
return is also definite. If in addition under the method 
assumed of estimating the value of a given net income it 
is also assumed that such value bears a fixed ratio to the 
amount of such net income, it is quite possible by the cut 
and try method to arrive at the logical going value under 
reasonable rates. The fixed ratio of going value to net 
income may be found by estimating the value of the exist- 
ing net income and seeing what ratio such value bears to 
net income. If we assume a structural value of $100, a 
rate of return of 5%, and a ratio of going value to net in- 
come of three to one it is clear that the amount of going 
value is at once confined within certain limits. It will 
clearly be more than $15. By the cut and try method 

10 Report to the Mayor and City Council on water rates for the plant be- 


longing to the Peoria Water Works Company, Peoria, Lllinois, by Ben- 
ezette Williams and C. B. Williams, September 8, 1910. 
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$17.648 will be found to approximately satisfy the equa- 
tion: 5% of $117.648 = $5.8824. 3x$5.8824 = $17.6472. 


§ 589. Wisconsin Railroad Commission disapproves com- 
parative plant method. 

The Wisconsin Railroad Commission early took the 
ground that going value should be measured by actual in- 
vestment rather than by a valuation of the created in- 
come. In Hill v. Antigo Water Company, 3 W. R. C. R. 
623, 716, decided August 3, 1909, the Commission says: 


As already intimated, engineers and other appraisers, in 
valuing public utilities, have gone beyond mere costs in en- 
deavoring to arrive at the value of the business of a going con- 
cern, and. have also taken the earnings of such plants into con- 
sideration. They have held, in substance, that such plants are 
worth more with than without an established business, and that 
the difference in the value in the two cages is closely dependent 
upon the cost of establishing the business, as well as upon the 
earning power of the business so established. In other words, 
they look upon both the cost and the earnings of a business as 
proper elements of consideration in determining its value. 
Many among them, in their appraisals, appear to have attached 
greater importance to the earnings of the business than to its 
cost. It was stated above that the net cost of building up the 
business would seem to be a legitimate item for the capital 
account or of that value of a plant upon which its rates are 
based. Whether this can also be said of the earning value, ap- 
pears to us extremely doubtful. Earning values are usually 
determined by capitalizing net earnings, or by comparisons, 
which amount to about the same thing, and such values can 
hardly be equitable for rate-making purposes. 

There are many reasons why the earning capacity or earning 
value of the business cannot be a just basis for rates. Other 
things being equal, the earnings of a plant depend upon its 
rates. Under such conditions raises in rates will increase the 
earnings. The earnings at the time of the appraisal may also 
be derived from rates that are unreasonably high. 


33 
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§ 590. New York Public Service Commission, First District, 
disapproves comparative plant method. | 
Commissioner Maltbie in delivering the opinion of the 
Commission in a rate case which involved a valuation of 
the property of the Kings County Lighting Co., says: 1 


Mr. Baehr, the other witness for the company upon this 
point, in his estimate of going value, included a valuation of 
part of the profits of the street lighting contract, and claims 
the proper amount to be $781,916. He defined ‘‘going value”’ 
or ‘“‘going-concern value”’ as “‘the enhancement in the value of 
the physical property of any concern, due to the business that 
concern has and is doing.’”’ While calling it also the “‘cost of 
developing the business,’’ he did not base his estimate on any 
cost or expenditures that have actually been made by the exist- 
ing company. It is rather an estimate or capitalization of the 
profits that an existing concern enjoys or would enjoy in excess 
of the profits that might accrue to an investor who set out to 
build a duplicate plant and to develop for it a business that 
would overtake in volume the business that the existing plant 
may be presumed to have attained at some future date. An 
elaborate calculation is involved resting on various assumptions 
and hypotheses. An estimate was made of the length of time 
it would take to construct a plant similar to the existing plant, 
and of the number of years it would take to develop the business 
until it would be the exact equivalent of the old plant. The 
new investor was assumed to have on hand from the outset a 
sum equal to the valuation of the existing plant, including its 
going value. The capital which such investor could not use 
is supposed to earn interest at a low rate, while interest during 
construction is charged to capital at a high rate. Indeed, the 
whole structure does not rest upon a foundation of recorded 
facts, but upon uncertain hypotheses as to a supposititious 
future. Naturally, the results will vary according to the 
hypotheses. If the assumptions were changed, quite different 
results would follow. 


™ Mayhew v. Kings Co. Lighting Co., 2 P. S. C. Ist D. (N. Y.) —, 
decided October 20, 1911. 
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Mr. Baehr makes important use of two factors—rates now 
charged and earnings—and the amount computed as ‘‘going 
value”’ is determined very largely by them. But the funda- 
mental purpose of the present case is to determine what the 
rates should be, and obviously earnings are determined by the 
rates charged. Hence the process is reasoning in a circle. If 
present earnings are capitalized and if the fair rates must yield 
a fair return upon such capitalized value, it is apparent that the 
fair rates found by such a process will not be lower than the 
present rates. Lower rates would not yield sufficient earnings 
to pay a fair return upon the capitalized value of such earnings. 
The value of a ‘‘going business”’ in current use of the term is 
determined by the expected net income, regardless of cost. of 
property, capitalization of company, etc. But such a method 
cannot logically be used to determine what that net income 
should be. This is one important reason why acquisition pro- 
ceedings through purchase or condemnation have been differen- 
tiated from rate cases. (See City of Omaha v. Omaha Water 
Co., 218 U.S. 2038, and cases cited therein.) 


§ 591. United States District Court in San Francisco Water 
Rate Case rejects comparative plant method. 

In Spring Valley Water Works v. San Francisco, 192 
Fed. 137, decided October 21, 1911, District Judge Far- 
rington rejects the comparative plant method of estimat- 
ing going value. He says (at page 167): 


Counsel for complainant suggest that ‘‘an economically sound 
appraisement”’ of this element is found by ascertaining the 
total probable net income of the Spring Valley Water Company 
during such period as would be required to construct the 
Tuolumne system, and adding thereto interest during the 
period of construction covering the same time. 

Of this method of valuation it may be said that the length of 
the period of construction depends on the efficiency and celerity 
of the contractors. The earnings of the company depend on 
the Board of Supervisors. And among all the many factors 
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which would enter into such a computation, probably not a 
single one can be fixed with any degree of certainty. 


§ 592. Value of created income bears no direct relation to 
cost. 

Frank F. Fowle, in a paper on going value before the 
Western Society of Civil Engineers, November 22, 1911, 
considers the various methods that have been advocated 
for estimating going value. He rejects the theory that 
going value is to be measured by the value of a created in- 
come or the cost of producing a given income. He says: ?? 


It can be said in the first place that it measures no element 
of direct cost in building up a going business, and it bears no 
relation to the past profits, or the losses; and in fact there may 
be a going value, under this theory, in an unprofitable business. 
What the method really does determine seems to be this: It es- 
timates the loss of income which would result if the present 
service contracts and connections were suddenly wiped out, 
along with the physical plant, and then reéstablished as fast 
as possible after the completion of the duplicate plant, assuming 
that the public appreciation of and demand for the service pro- 
ceeds as though there had been no change. But such a loss of 
income tells us neither the actual outlay or investment for 
building up the original business, or the reproduced business, 
and hence it seems to be not in keeping with the cost of serv- 
ice theory. 

It is still a fair question, at least under the value of service 
theory, whether this method establishes a parcel of value which 
is quite independent of all the other elements of value which 
are ordinarily present. Granting now that a physical prop- 
erty has a value equal to its reproduction cost, what establishes 
that value? Surely not the mere act of appraisal or the state- 
ment of a theory of rates. It seems very evident that the value 
exists by virtue of the fact that the property as a going business 
will earn a fair rate of return on the cost. This is supported by 


12 Going value by Frank F. Fowle published in Journal Western Society 
of Engineers, February, 1912, vol. 17, pp. 147-190, 160. 
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the fact that appraisals are usually made under the assump- 
tion that the component parts of the plant are useful in their 
existing locations, in coérdinate relations with each other, for 
an indefinite future period or until they wear out. Were this 
not so, the physical property could not be assigned a value 
equal to its structural cost, but instead it would have to be 
considered as a group of separate parts which would be thrown 
on the market and sold for what they would bring; this value, 
especially in the case of machinery and equipment, would be 
much less than the present value found by deducting deprecia- 
tion from the reproduction cost. 

Thus a new plant with no business has a value much less than 
its structural cost, except as regards the expectancy of future 
earnings. Undeniably a plant with connected consumers and a 
going business is worth more than one without business, but the 
one without business is worth less than its present physical value, 
or reproduction cost minus depreciation. It seems perfectly 
clear that the cost value is established by an amount of net 
earnings equal to a fair return. If then the net earnings give 
rise to a physical value equal to the cost, is it equitable to con- 
sider them a second time as having a reproduction value, quite 
apart from the physical plant? That is to say, do the earnings 
have an intrinsic value over and above the value which they 
confer on the tangible property, where such property value does 
not exceed the cost? It would seem not, and yet the reproduction 
of net earnings theory seeks to establish this very proposition. 
Apparently this is like trying to eat your cake and have it, at 
the same time, because earnings which establish a value on the 
tangible property equal to the cost, and no more, can not equi- 
tably be considered to establish simultaneously some additional 
value. Of course if any intangible or going value is admitted 
at the start, it will appear in the final result, but that proves 
nothing. ... 

The author’s conclusion in regard to this method, after much 
study of it, is that it measures no element of value which can 
be considered under the cost of service theory of rates. It might 
be admissible, however, under the value of service theory, where 
cost is not a primary consideration. 
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§ 593. Summary. 

The comparative plant method of estimating going 
value is specifically rejected in each of the three above 
mentioned cases. It has doubtless been used by the ap- 
praisers in various water plant purchase cases but the 
court opinions in such cases have not discussed the 
methods of appraising going value. For the most part the 
courts have merely approved of the inclusion of an allow- — 
ance for going value and have not concerned themselves 
with methods of computation. In the first of the Maine 
water plant condemnation cases, Judge Savage in laying 
down rules to govern appraisers did consent to an instruc- 
tion that the appraisers should, among other methods, con- 
sider the results under the comparative plant method 
(see § 5383). The determination of the value of a created 
income by the comparative plant method is a process of 
very great practical difficulty. It involves the making of 
assumptions that necessarily lead to a wide divergence in 
results. It is an involved hypothetical process. The 
theory itself seems to have been developed prior to the 
modern recognition of the mutual relations of justice and 
equity subsisting between the public service corporation 
and the public. In general this relation implies that 
service shall be based on cost plus a reasonable profit. 
The fundamental criticism of the comparative plant 
method is that the value found bears no possible relation 
to actual investment or actual sacrifice. It is neither the 
amount that the company has actually invested in the 
establishment of its business nor is it the amount that it 
would spend if it were actually starting at the present 
time. It is therefore neither actual cost nor cost of repro- 
duction, but the capitalization of a certain monopoly value 
due to the fact that it takes time to construct a plant and 
time to develop business and that during such time possible 
profits are lost to the new enterprise. Its basis is value to 
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the purchaser and not actual cost or reproduction cost to 
the owner. The criterion is market value, not cost or cost 
of reproduction. The objections to using market value 
as a general standard of valuation for rate purposes have 
been discussed in Chapter III. Much the same reasoning 
applies to the use of the value of a created income theory 
in determining the value of the established business in a 
valuation for rate purposes. Market value is based on 
possible profits to the purchaser, while “fair value” 
should be based on justice and equity as between the 
utility and the public. 


CHAPTER XXIV 


Going Value Rule of Wisconsin Railroad Commission 


§ 600. Earlier Cases—Going value a recognized element in valuations for 

purchase. 

601. Going value included in valuation for rate purpose—Cost of estab- 
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of early losses. 
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§ 600. Earlier cases—Going value a recognized element in 
valuations for purchase. 

In a valuation of a small electric light plant in 1908 the 
Wisconsin Railroad Commission discussed at length the 
element of going value and concluded that. it should be 
considered in fixing value for the purpose of municipal 
purchase. The Commission had in the railroad passenger 
case of the previous year referred somewhat vaguely to 
the subject. In Buell v. Chicago, Milwaukee & St. Paul 
Railway Company, 1 W. R. C. R. 324, decided Febru- 
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ary 16, 1907, the Commission in its decision states that 
cost-of-reproduction-less-depreciation used as a basis of 
valuation “leaves out of account the value of the plant 
as a going concern, the business it has built up and the 
business connections it has made.’ In 1908, the Com- 
mission made a valuation of the Cashton Light and Power 
Company to determine under the statute the price to be 
paid by the town upon the purchase of the property of the 
company. The decision contains a detailed review of 
court decisions and opinion of eminent waterworks en- 
gineers explaining and describing the theory of going 
value. As a result of its investigation the Commission 
says: } 


The courts have almost universally held, that this element 
is an important and valuable consideration, which cannot be 
left out of account in fixing the fair value of the property of a 
public service corporation devoted to the public service. But 
slight consideration is necessary to see, that while the reason- 
ing of the courts and engineers may be inconclusive, the final 
deduction is based upon sound premises, because an investi- 
gation into the financial history of any public utility plant will 
disclose that investments have been made, in addition to the 
cost of the physical structure, in order to keep the business 
going and to develop the same to a point where the revenue 
derived from the business was sufficient to meet operating ex- 
penses, cost of maintenance and depreciation, and provide some 
return upon the investment. Whether such additional invest- 
ments should be treated as a debt owing the investors to be 
paid out of the earnings of the plant when the same will war- 
rant it, as has been suggested, or should form the basis of per- 
manent capitalization and thus become a charge upon the 
public for all futurity, is a question of grave importance, and 
especially so in connection with the establishment of rates or 
charges. It is not necessary, however, to express an opinion 


1In re Cashton Light and Power Co.,3 W. R. C. R. 67, 94, decided 
November 28, 1908. 


522 VALUATION [§ 601 


in the matter here, as it is not here involved, for it must be con- 
ceded that, as far as the valuation of the plant under consid- 
eration for the purpose of determining just compensation to 
be paid to the owner for the taking of the same is concerned, 
“‘going value,’ hgwever ascertained, must be recognized and 
considered in reaching a conclusion. 


The Commission seems to hold that even though a plant 
is being operated at a loss, yet inasmuch as it has some 
business it may be entitled to some allowance for going 
value, as a plant with a small business is of more value 
than one with little or no business. In the case under 
consideration the Commission concludes as follows (at 
page 96): 


Notwithstanding this economy in operation, the net revenue, 
derived from the three enterprises combined, is at present no 
more than sufficient to maintain the electric plant and provide 
for necessary depreciation upon the sinking fund plan. The 
“going value” of such a plant, if it possesses such a value, is 
necessarily at a minimum. However, that it may have some 
value in excess of the present value of the physical property 
because it is a going concern, and that it may be worth more to 
the village than such a plant without any connections with the 
houses of the village and without any assured business, seems 
possible. It is in our opinion, however, at most but a nominal 
amount. We have, therefore, given such intangible asset such 
consideration in determining the fair and equitable value of the 
property to be acquired by the village as, in our judgment, seems 
just under the circumstances. 


§ 601. Going value included in valuation for rate purpose— 
Cost of establishing the business the measure of going 
value. 

The above valuation of the Cashton Light and Power 
Company was for the purpose of municipal purchase. 
In later cases the Wisconsin Commission has held that the 
question of going value is one that must also be considered 
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in the determination of fair value for rate purposes. In 
Hill v. Antigo Water Company, 3 W. R. C. R. 623, de- 
cided August 3, 1909, the subject was gone into very 
fully. The Commission says (at pages 706, 709, 711): 


But new plants are seldom paying at the start. Several years 
are usually required before they obtain a sufficient amount of 
business or earnings to cover operating expenses, including 
depreciation and a reasonable rate of interest upon the invest- 
ment. The amount by which the earnings fail to meet these 
requirements may thus be regarded as deficits from the opera- 
tion. These deficits constitute the cost of building up the busi- 
ness of the plant. They are as much a part of the cost of build- 
ing up the business as loss of interest during the construction of 
the plant is a part of the cost of its construction. They are 
taken into account by those who enter upon such undertakings, 
and if they cannot be recovered in some way, the plant fails by 
that much to yield reasonable returns upon the amount that has 
been expended upon it and its business. Such deficits may be 
covered either by being regarded as a part of the investment and 
included in the capital upon which interest is allowed, or they 
may be carried until they can be written off when the earnings 
have so grown as to leave a surplus above a reasonable return 
on the investment that is large enough to permit it. When 
capitalized, they become a permanent charge on the consumers. 
When charged off from the surplus, they are gradually extin- 
guished. (These facts alone, however, do not always furnish 
the best or most equitable basis for the disposal of such deficits.) 
Whether they should go into the capital account, or whether 
they should be written off, as indicated, are questions that 
largely depend on the circumstances in each particular case. . . . 

The cost of developing a business of water works may be made 
up of many different kinds of expenditures. It may include the 
cost of advertising, soliciting, demonstrations showing the ad- 
vantage of having water under pressure in the houses, of making 
free connections, of the granting of lower than the regular rates, 
and of many other outlays of this character in order to secure 
customers. It may also include losses to the investors because 
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of the fact that the plants in their earlier years failed to earn 
enough to meet all the requirements for operating expenses, 
including depreciation and a reasonable return upon the invest- 
ment. If the direct outlays for securing business are charged 
to operating expenses, as they should be, instead of to the capital 
account, then the cost of acquiring a paying business would be 
represented by the deficits, or by the amounts by which the 
gross earnings fall short of covering the cost of operation, as 
stated, including fair returns to the investors. .. . 

It thus appears that the cost of building up the business of a 
plant is in most cases as unavoidable as the cost of the construc- 
tion of the plant itself; that when such costs are incurred, they 
must be reimbursed in some form by the consumers in order 
that capital may be secured; that such reimbursement is equi- 
table as between investors and consumers; and that this is a just 
method of dealing with such costs for other reasons. If this is 
sound, it also follows that the cost of the business must also be 
taken into consideration in determining the value of the plants 
for rate-fixing purposes. 


But while cost of building up the business must be con- 
sidered, the Wisconsin Commission holds that such cost 
may in certain cases be wiped out by later profits. The 
Commission says (at page 715): 


In addition to those mentioned, there is also another element 
that should receive some consideration in fixing the cost of the 
business, and that is the profits the plants have earned since 
they reached a paying basis. If these profits are so large as to 
be considerably above those ordinarily obtained, it is conceiv- 
able that strict justice between investors and consumers might 
require that these excesses should be treated as an offset to early 
losses, and that in this way all or a part of the earlier losses may 
have been wiped out. 


§ 602. Certain methods of determining going value rejected. 
In State Journal Ptg. Co. v. Madison Gas and Electric 
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Company, 4 W. R. C. R. 501, decided March 8, 1910, the 
Wisconsin Commission again considers going value at 
great length. After reviewing the testimony of various 
experts as to what constitutes going value the Com- 
mission dismisses certain of their contentions as follows 
(page 578): 


Economies in construction and operation, and efficiencies in 
the producing capacity of the plant are important elements, but 
normal amounts of each of these factors are required to give the 
plant a value that is equal to the cost of producing it and its busi- 
ness, and anything beyond this will hardly be claimed in this 
case. The connected load or business is, of course, of value, but 
it appears to us that this value is covered by the cost of establish- 
ing the connections and acquiring the business, which costs, in 
one form or another, have found their way into the accounts of 
the company and therefore constitute a part of the facts that are 
taken into consideration in appraising the plants. The keeping 
of the plant in good repair or good operating efficiency is an 
item that is covered in the operating expenses and, theoretically 
at least, is borne by the consumers. It is not an item for the capi- 
tal account. Possible future growth of the business can hardly 
be legitimately capitalized by utilities which are not entitled to 
more than reasonable returns on their investment; and this is 
also true of the rights to do business in a particular city, which 
rights have been granted free of cost. The ownership of land to 
‘meet future demands would not seem to imply any other value 
than that which is given to this land by including it in the 
physical valuation. Monopoly privileges can manifestly not be 
justly capitalized as against consumers; nor is the amount a 
man might be willing to pay for a plant a safe guide to its value, 
at least not unless all the facts which led to its purchase are 
fully understood. The offer, for instance, might be based upon 
conditions that are either temporary or without much signifi- 
cance in so far as they relate to the value of the plant. One 
year’s, or even the first year’s, gross receipts may throw some 
light on the amount of business a plant has, but it is not clear to 
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us on just what theory they represent the going value of the 
plant. 


§ 603. Cost of establishing the business method explained 
in detail—State Journal Printing Company v. Madison 
Gas and Electric Company. 

In this same case the Commission explains in great de- 
tail the actual method employed in determining the cost 
of establishing the business. The Commission says in 
part (pages 580-587) : 


The value of the various elements, which should thus be con- 
sidered in the appraisal of public utilities for rate-making pur- 
poses, may be determined in various ways, but the methods 
which were employed for this purpose in the case of Hill v. The 
Antigo Water Co., 3 W. R. C. R. 623, as more or less fully 
illustrated in the decision of this Commission in that case (page 
738 and other pages) would seem to be as practical as any that 
could have been conveniently employed. In that case the plant 
was charged with the cost of the plant at the beginning of the 
first year, with the new extensions, interest on the investment, 
depreciation of the plant and the expenses of operation during 
the first year. It was next credited with the total gross earnings 
during the year. The balance between these debits and credits 
was regarded as the net value of the plant at the end of the year. 
This balance was then carried forward to the beginning of the 
second year, and with the extensions, interest, depreciation and 
operating expenses for this year charged up against the plant 
in the same manner as for the first year. The credits to the 
plant for the second year, the same as for the first, consisted of 
the gross earnings; and the balance was regarded as the net 
value of the plant at the end of the second year. These opera- 
tions were performed for each year of the life of the plant, the 
balance at the end of the last year regarded as the value of the 
plant on the earnings basis in question at the end of the period. 
Computations of this character must of necessity show the value 
of a plant at the end of each year on any given earnings basis. 
If the figures that are included in these calculations contain 
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only such items as equitably belong therein, and if the rate of 
interest and profit that is used is the rate that is fair and equi- 
table to all concerned, then it also follows that the balances at 
the end of the year are fairly close representations of the reason- 
able valuation of the plant and its business. 

_ Computations very similar to those just described have also 
been made for the plants involved in these proceedings. The 
cost of the plants at the time they were acquired by the re- 
spondent has been ascertained as closely as pessible. This cost, 
together with new extensions, increases in land values, deprecia- 
tion, and interest and profit on the investment, were then 
charged up against the plants for the first year, while the plants 
were credited with the net earnings for the year, the balance 
thus indicating the value of the plants at the end of, the year 
and representing the amount to be carried forward in the com- 
putations for the year which follows. Such calculations, for 
each plant separately as well as for both plants when combined, 
have been made for each year, and the results at the end of the 
period are believed to throw a great deal of light on the valua- 
tion upon which the rates for these plants should be com- 
puted. ... 

The respondent was given the benefit of the natural increase 
in the value of itsland. It was estimated that this land is to-day 
worth at least three times as much as in 1896, and this increase 
in equal annual allowances was added to the values of the plant 
upon which the returns on the investment were figured. De- 
preciation was figured on the depreciable property only. The 
rate of depreciation was fixed on a 4 per cent. sinking fund basis 
for the gas, and on the straight life basis for the electric plant. 
The returns on the investment for interest and profits were 
figured on the valuation as given at the beginning of the year, 
the rates being placed at 7.5 per cent. for the gas and 8 per cent. 
for the electric plant. The items thus enumerated make up 
the debits in the calculations. The credits consist of the net 
earnings, or of the balance between the operating expenses on 
the one hand and the gross earnings on the other. .. . 

The reasons for using net earnings only in these calculations 
instead of both the operating expenses and the gross earnings, 
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as was done in the case referred to above, is simply one of con- 
venience in figuring... . | 

The results of these calculations are shown in the three tables 
which follow. The first of these, or table III, is devoted to the 
gas plant alone, and the second, or table IV, to the electric plant 
alone, while table V includes the figures for both of these plants. 
The right hand or last column in each table shows the value of 
the plants and their business at the end of each year. 


TABLE III 


Mapison Gas anD ExLecrric Co.—HarNING VALUE—GaASs PLANT 


Earn- | Additions In- Deprecia- Net 
ing to depre- | crease | tion 4% |\Interest earnings Value 
Year value ciable land sinking | 7.6%on| Total. from Dec. 31 


Jan. 1. | property. | values. \fund basis.) value. operation. 


1896! |$195,600 | $10,576 $1,152 $1,953 $9,780 | $219,061 | $14,937 | $204,124 
1897 | 204,124 14,071 2,400 3,107 15,309 239,011 27,820 | 211,191 
1898 | 211,191 8,629 2,400 3,344 15,839 241,403 18,937 | 222,466 
1899 | 222,466 15,969 2,400 3,489 16,685 261,009 19,147 | 241,862 
1900 | 241,862 12,329 2,400 3,757 18,140 278,488 24,534 | 253,954 
1901 | 253,954 35,214 2,400 3,964 19,047 314,579 31,890 | 282,689 
1902 | 282,689 27,556 2,400 4,555 21,202 338,402 30,720 | 307,682 
1903 | 307,682 32,067 2,400 5,018 23,076 370,243 31,537 | 338,706 
1904 | 338,706 7,657 2,400 5,057 25,403 379,723 26,308 | 353,415 
1905 | 353,415 8,974 2,400 5,686 26,506 396,981 31,429 | 365,552 
1906 | 365,552 12,706 2,400 5,837 27,416 413,911 31,750 | 382,161 
1907 | 382,161 8,655 2,400 6,050 28,662 427,928 32,761 395, 167 
1908 | 395,167 UPA PLM el hel? Beeeeneiicr © 6,255 29,638 443,284 42,341 | 400,943 


1 Nine months. 


TABLE IV 


Mapison Gas AND Evectric Co.—EaRNING VALUE—ELEcTRIC PLANT 


Additions In- Depreci- Net 
Earning | to depreci-| crease ation Interest earnings Value 
Yeas | value able land straight | 8% on Total from Dec. 31 
Jan. 1. | property. | values. | line basis. | value. operation. 


18961 |$134,400 $6,745 $921 $4,030 | $7,168 | $153,264 | $14,718 | $138,546 
1897 | 138,546 13,141 1,620 6,390 11,084 170,781 25,427 145,354 
1898 | 145,354 8,613 1,620 7,066 11,628 174,281 30,123 144,158 
1899 | 144,158 17,693 1,620 7,509 11,533 182,513 34,120 148,393 
1900 | 148,393 34,550 1,620 8,419 11,871 204,853 32,924 171,929 
1901 | 171,929 | 45,960 1,620 10,196 13,754 | 243,459 34,810 208,649 
1902 | 208,649 | 55,329 1,620 12,559 16,692 | 294,849 40,388 254,461 
1903 | 254,461 34,936 1,620 15,403 | 20,357 | 326,777 31,818 294,959 
1904 | 294,959 | 23,345 1,620 17,199 | 23,597 | 360,720 38,751 321,969 
1905 | 321,969 | 42,889 1,620 18,400 | 25,758 | 410,636 40,938 369,698 
1906 | 369,698 13,138 1,620 | 20,605 | 29,576 | 434,637 54,341 380,296 
1907 | 380,296 | 81,707 1,620 | 21,281 30,424 | 515,328 61,560 453,768 
1908 | 453,768 13,887 cveecel 20,402 | 36,301 529,438 78,987 450,451 


1 Nine months. 
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TABLE V 
! Mapison Gas aNp Exectric Co.—Earnina VaALUE—GaAS AND ELECTRIC PLANTS 


Depreci- 
Additions In- ation gas Net 
Earning | to depre- | crease | 4% basis, | Interest earnings | Value 
Year value ciable land electric 8% on Total. from Dec. 31. 
Jan. 1. | property. | values. straight value. operation. 


line. 


s 


1896! |$330,000 | $17,321 $2,073 $5,983 |$17,600 | $372,977 | $29,655 | $343,322 
1897 | 343,322 27,212 4,020 9,497 27,466 411,517 53,247 | 358,270 
1898 | 358,270 17,242 4,020 10,410 28,662 418,604 49,060 | 369,544 
1899 | 369,544 33,662 4,020 10,998 29,564 447,788 53,267 | 394,521 
1900 | 394,521 46,879 4,020 12,176 31,562 489,158 57,458 | 431,700 
1901 | 431,700 81,174 4,020 14,160 34,536 565,590 66,700 | 498,890 
1902 | 498,890 82,885 4,020 17,114 39,911 642,820 71,108 571,712 
1903 | 571,712 67,003 4,020 20,421 45,737 708,893 63,355 | 645,538 
1904 | 645,538 31,002 4,020 22,756 51,643 754,959 65,059 689,900 
1905 | 689,900 51,863 4,020 24,086 55,192 825,061 72,367 752,694 
1906 | 752,694 25,844 4,020 26,442 60,216 869,216 86,091 783,125 
1907 | 783,125 90,362 4,020 27,331 62,650 967,488 94,321 873,167 
1908 | 873,167 PAG USE GE ee ae 31,737 69,853 | 1,000,868 | 121,328 | 879,540 


x 


1 Nine months. 


Table III . . . shows that on a 7% per cent. earning basis 
the gas plant was worth about $400,943 at the end of the year 
BOOB at wietic 

These facts mean that the gas plant, since it was acquired by 
respondents, has earned enough to meet the operating expenses, 
including depreciation, and interest and profit at the rate of 
fully 71% per cent. on all the investments in this plant. . . . 

The facts indicate that the value of these plants for rate- 
making purposes, when all the elements which enter into this 
value are considered, does not exceed their cost of reproduction 
new, including that proportion of the depreciation up to the 
date which has not been actually covered by renewals. That is, 
if under the circumstances the rates of return that have been al- 
lowed in preceding calculations, when taken as a whole for the 
entire period, are reasonable to the investors in these plants, 
then it would also seem to follow that the cost of reproduction 
new, as shown in table I, represents the maximum values that, 
for the purposes of these proceedings, should be placed on these 
Dlaniss.). 

On the other hand, if during the entire periods the earnings 
of the plant have been great enough for all legitimate purposes, 
and the deficits in the depreciation fund are not restored by the 


34 
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stockholders, then it would seem that the values of these plants 
for the purposes herein are approximately represented by their 
present value, plus the amounts by which these values are ex- 
ceeded by the figures which in tables III and IV represent the 
values of the plants at the end of 1908. In other words, it is 
only in the event that the condition as a whole is such as to re- 
quire a valuation of the physical property that is lower than the 
values given in tables III and IV, that the plants can be said to 
have any value over and above the value of the physical prop- 
erty for the purposes of this case. For instance, if under the 
prevailing circumstances it is found that the value of the phys- 
ical property of these plants should not be placed higher than 
the figures which in table I represent their present value, then it 
would also seem that justice to the investors demands that, as 
just stated, something should be added to these values, and that 
the amount so added should not be less than the difference be- 
tween the figures in the tables just mentioned and the present 
value of the physical property. 

This excess of the total value of the plants over their physical 
value, which may be found for them under the conditions just 
described, or when their physical value is placed at the cost of 
reproduction new less depreciation, is not in the full sense a go- 
ing value of the same kind as that which the respondent claimed 
in this case. This excess which, as stated, is the difference be- 
tween the values given in tables III and IV and the present 
value of the physical property, on the present basis of figuring, 
simply represents the amount by which the plants have failed to 
earn reasonable returns upon the investment. 


According to the rule as thus stated the going value in 
this case would be $52,601 in the case of the gas plant and 
$20,649 in the case of the electric plant. What considera- 
tion was given to these amounts in the final valuation is 
not stated in the Commission’s otherwise very full opin- 
ion. In this case the fair value for rate purposes found by 
the Commission is in round numbers the same as the 
cost-of-reproduction-new including working capital, or 
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| $412,000 for the gas plant and $535,000 for the electric 
plant. 


§ 604. Error in treatment of annual appreciation in land value. 

Assuming the correctness of the Commission’s general 
theory of going value there are two errors in determining 
earning value and the cost of establishing the business as 
outlined in the above case. These errors relate to the 
treatment of appreciation in land value and of deprecia- 
tion. In this case the original cost of the land was only 
about one-third of its present value. The Commission 
followed the very generally approved rule of including the 
land at its appreciated value in its estimate of cost of 
‘reproduction. But it also added the average annual in- 
crease in value to the investment or earning value each 
year in order to determine the cost of establishing the 
business. This would be correct in theory if cost of es- 
tablishing the business were not based on a fair return on 
actual investment and actual sacrifice rather than on 
present value. The Commission bases its ‘‘cost of es- 
tablishing the business”? theory on its desire to treat 
fairly and equitably all actual investment and actual 
sacrifice incurred by the owners in developing the business. 
But for this purpose it is unnecessary and entirely inap- 
propriate to include annual appreciation in land values to- 
gether with compound interest thereon at 714% or 8%. It 
seems probable that this is the view that the Commission 
now takes of this matter as in its numerous subsequent 
opinions there is no mention of annual appreciation in 
land value in its determinations of earning value and the 
cost of establishing the business. 


§ 605. Error in treatment of annual depreciation allowance. 

A second error lies in the treatment of the annual de- 
preciation allowance. This depreciation allowance is 
sufficient not only to take care of all renewals and re- 
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placements that have actually been made from the in- 
itiation of the enterprise but also to create a fund equal to 
the present difference between cost-of-reproduction-new 
and cost-of-reproduction-less-depreciation. It is entirely 
proper that the company should be reimbursed for these 
amounts. But for this purpose it is not necessary to add 
to earning value each year amounts for depreciation 
accrued but on account of which the company has in- 
curred no expenditure, and then to give the company 
compound interest at 6% or 8% on these amounts. In 
an attempt to determine on an equitable basis the cost of 
establishing the business, why should the company be 
credited with compound interest for many years on_ 
amounts that it has never expended? A just and simple 
method of determining ‘‘earning value”’ would be to in- 
clude in operating expenses each year all actual expendi- 
tures for renewals and replacements but no allowance for 
depreciation accrued in addition to such actual expendi- 
tures. The ‘‘earning value” resulting at the end of the 
term will then represent the actual paid-in investment to 
date. If this amount were turned over to the owners in 
exchange for the existing plant they would have received 
back their actual investment with interest and profits 
compounded. If earning value as found by this method 
is greater than cost-of-reproduction-less-depreciation, the 
difference may be attributed to going value or the cost of 
establishing the business; if the ‘‘earning value”’ is less 
than cost-less-depreciation it shows that all cost of es- 
tablishing the business has been more than made up out 
of subsequent profits. 

In a decision of August 17, 1911, the Commission ap- 
pears to recognize that its previous treatment of annual 
depreciation in the going value estimate has not been en- 
tirely satisfactory. In previous cases it had held that 
going value was measured by the excess of ‘earning 
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value” over cost-of-reproduction-less-depreciation. In 
the case of City of Janesville v. Janesville Water Co., 
7 W.R. C. R. 628, 642, decided August 17, 1911, the Com- 
mission in speaking of the addition of going value says: 


There may also be a question as to whether such increment 
should constitute an addition to the cost new of the property 
or to the value in its existing condition. If the cost new is 
the basis, it may be said, in general, that the going value esti- 
mate should take into consideration a rate of return which 
should provide only for return on property and not for depre- 
ciation, for if the cost new is used, allowance is thereby made in 
the valuation for such amount as should have been set aside 
to cover depreciation. On the other hand, if the present value 
is used, the rate of return which is considered in arriving at the 
going value must be a rate which will cover interest and profits, 
and also depreciation. 


In the case City of Marinette v. City Water Company, 
8 W. R. C. R. 334, 351, decided December 14, 1911, the 
amount by which earning value exceeds original cost plus 
extensions, is taken as the measure of going value. The 
practice followed by the Commission in the earlier cases 
was to measure going value by the amount by which 
earning value exceeded cost-of-reproduction-less-deprecia- 
tion. 


§ 606. Rate of return during development period. 

In the Madison case the rate of return used in estimat- 
ing past deficits was 714% and 8%. A return at this rate, 
cumulative and compounded, is certainly liberal. It pro- 
vides for profits as well as interest. Carrying charges dur- 
ing the construction period are usually allowed at the 
ordinary rate for secured loans, 5% or 6%. The cost of 
establishing the business is analogous to a carrying charge 
and if capitalized at all it would seem logical to use 
the same rate as that used in estimating interest during 
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construction. In subsequent cases the Wisconsin Railroad 
Commission has used lower rates of return in estimating 
going value than those mentioned above as used in the 
Madison case. And in the La Crosse Gas and Electric 
Rate Case the Commission holds that in determining the 
cost of establishing the business by capitalizing failure to 
‘earn a fair return, the rate of return adopted should be 
little, if anything, above a bare interest rate on the in- 
vestment. The Commission says: ? 


In order to determine what losses, if any, the applicant has 
sustained in conducting its business, interest has been computed 
in the foregoing table at 6 per cent. upon the applicant’s in- 
vestment. . . . To just what rate of return the investors in 
these properties were entitled during the unprofitable years of 
the concern’s existence, is not easily decided in view of the pe- 
culiar circumstances which existed at that time; but it seems 
quite clear that, when a “going value” or “‘earning value”’ deter- 
mination is made, the capitalization of unearned sums for de- 
preciation and interest and the unquestioning acceptance of 
the operating expense, amount to an elimination of the risks: 
of the business and that, therefore, little, if anything, need be 
allowed for profit above a bare interest rate on the investment 
during those years. 


§ 607. Not all past losses may be capitalized as going value. 
Of course the Wisconsin rule does not mean that all 
past failure to earn a fair return shall be capitalized as 
going value. In various decisions the Commission points 
out that the rule must be applied in a reasonable way and 
that the rule must not be assumed to include losses due to 
poor judgment in establishing the business in advance of 
the economic demand or to lack of ordinary care, fore- 
sight and efficiency in management. This is discussed at 


*Re Application of the La Crosse Gas and Electric Company for au- 
thority to increase its rates, 8 W. R. C. R. 138, 181, November 17, 1911. 
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length in City of Appleton v. Appleton Water Works Com- 
pany. The Commission says: 3 


The entire excess of cost over operating revenues incurred in 
developing the business and establishing the same upon a self- 
sustaining basis is not in every instance an inflexible criterion 
by which the element of going value is measured, for if it were 
so considered its application would often lead to a reductio ad 
absurdum. Thus, the longer the period of development neces- 
sary to attain the point where the debits and credits balance, 
the greater might be the going value, and if such period were 
abnormally or unusually long, it would often result in an un- 
reasonably excessive going value, depending upon the time 
the appraisement was made and other circumstances of the 
particular case considered. 

The principle of measuring the element of value in question 
was deduced from the general experience of plants constructed 
and operating under normal conditions, and its application 
seemed just and equitable, as between the public and the owner, 
in arriving at the reasonable investment upon which earnings 
should be allowed. When, however, conditions, which may 
be unusual or abnormal for any reason, are encountered in any 
particular investigation, they must be first eliminated or dis- 
regarded before a reliable result can be reached. It may be 
that the plant has been constructed in advance of the public 
requirement. For unless there was a public convenience and 
necessity to be served at the time of the construction of the 
plant, the investment could not be regarded as having been 
justified. Involved in the question of public convenience and 
necessity is the inquiry as to the extent of the public wants and 
exigencies. If there is not a sufficient volume of business in 
prospect in the near future to insure a reasonable profit on the 
investment, this is sufficient evidence that the public does not 
require the services of the utility. (Jack v. Williams, 145 Fed. 
287.) 


3 City of Appleton v. Appleton Water Works Company, 5 W. R. C. R. 
215, 276, 281, May 14, 1910. This is a valuation of a water plant for rate 


purposes. 
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And as a corollary to this proposition, if at the time of ap- 
praisement the plant is a losing proposition and there is no 
reasonable probability of its acquiring sufficient patronage 
within a reasonable time in the immediate future to insure some 
return upon the investment, either because the growth of the 
community has been arrested or has not been adequate to meet 
either the demands of the plant or the expectation of the pro- 
moters, or, as may happen in the case of water works, because 
of inability to secure a supply of pure and wholesome water to 
meet the requirements of the public for domestic consumption, 
going value is a negligible quantity, and instead of the physical 
structure being enhanced in value, the same may be depre- 
ciated, in certain instances, by such considerations, depending 
upon all the circumstances of the particular plant under ap- 
praisement. 

It may also appear upon the investigation that operating 
and other charges are excessive because of unwise construction, 
engineering blunders or incompetent supervision, in which 
events the excess over normal charges due to such causes 
must be eliminated and not permitted to enter into the compu- 
tation of going value. (Wilkes-Barre v. Spring Valley Water 
Co. 4 Lack. Pa. Leg. News, 367.) Also, where the plant, as 
constructed, is unnecessarily large, or where a part thereof is 
not required for the public service, or where land is too valuable 
for the use to which it is devoted, operating and other charges 
are necessarily in excess of what they should be. Such matters 
are important factors which must be carefully considered and 
weighed in determining the fair value of all the property actually 
used and useful for the convenience of the public (San Diego 
L. & T. Co. v. Jasper, 189 U.S. 489; Water District v. Water Co. 
99 Me. 376; Spring Valley Water Co. v. San Francisco, 165 Fed. 
697; Capital City Gas Light Co. v. Des Moines, 72 Fed., 829), 
and so far as they affect the measure of value of either the phys- 
ical or the intangible property, due allowance must be made 
therefor. 

Again, operating charges are often unreasonably enhanced 
because of incompetent management, excessive salaries and 
unnecessary expenditures of various kinds, which would not be 
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tolerated under any just and economic administration of the 
affairs of the corporation, and, therefore, such charges must be 
scaled to a reasonable basis before being taken into considera- 
tion in estimating the going value of the plant in accordance 
with the method adopted by the Commission in the valuations 
heretofore made, and, if such course is for any reason impossible 
in any particular case, proper deduction must be made, because 
of such enhanced charges, in reaching the final result. . . . 

The plant, as it stands to-day, is incapable of earning upon 
the present value of the physical structure what, under ordi- 
nary circumstances, would be regarded as a reasonable return 
upon the investment. It is now being operated by a receiver 
appointed by the federal court in an action brought to foreclose 
the mortgage or deed of trust given to secure the bonds of the 
company. If a sale were contemplated to satisfy a judgment 
in such action, any purchaser, other than the bond holders or 
possibly the city of Appleton, would probably not bid much 
in excess of the present value of the physical property. Under 
the circumstances, the going value of such a plant as an inde- 
pendent factor in the appraisal would be but nomial. When 
the plant is reconstructed and placed in such a condition that 
it will be able to furnish water at all times suitable for domes- 
tic consumption, and also adequate fire pressure, further con- 
sideration will be given to this branch of the case. 


The above was a valuation for rate purposes and shortly 
after this decision was rendered the City of Appleton de- 
cided to purchase the plant and made application for the 
determination of the price to be paid. In making this 
determination of purchase price the Commission says: * 


It has been the aim of the Commission in all rate-making 
cases to ascertain, as far as possible, the unrequited expendi- 
tures incurred in establishing the business of a public utility 
upon a basis where operating revenue became adequate to meet 
all the legitimate demands of the utility. This seems to be the 
most equitable method of ascertaining the enhancement of 


4Re Appleton Water Works Company, 6 W. R. C. R. 97, 120, Decem- 
ber 7, 1910. Valuation of a water plant for purposes of municipal purchase. 
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value that should be given to the physical structure as a going 
concern, when returns upon the reasonable investment is the 
object of the inquiry. We have never, however, deemed this 
method exclusive, but the results thereby obtained in certain 
cases, when considered in connection with the estimates of 
engineers made upon other bases, seemed to us more equitable, 
and therefore were controlling in the conclusions reached in 
those cases. ... 

We accept the results attained by any of the methods em- 
ployed to ascertain the extent of the going value of any public 
utility, but we accept such results only as evidences of value 
and not as conclusive. They are all taken into consideration 
in connection with all the facts and circumstances surrounding 
the particular plant under appraisement. In the instant case, 
that the plant is incapable of rendering reasonably adequate 
service to the public; that it will require an expenditure of a 
large sum of money, as conceded by all the engineers who testi- 
fied upon the hearing, to place the plant in a reasonably ade- 
quate and efficient operating condition; and that, although 
the plant has been in operation for upwards of twenty years, 
the operating revenues are insufficient to meet the necessary 
operating expenses, including maintenance and depreciation, 
are important factors that can not be excluded from considera- 
tion in determining the fair value of the plant as a going concern. 

It must be conceded that “going value,’”’ however computed, 
cannot be made the means of fictitiously increasing values or 
creating values that do not, in fact, exist. 


In this case the Wisconsin Commission has apparently 
made no allowance for going value. At least it has not 
determined original cost, additions and cost of establishing 
the business as in other cases. The Commission’s en- 
gineers found the cost-of-reproduction-new including pav- 
ing to be $294,586 and the present value, $258,033. 
Without including cost of paving over mains, the cost to 
reproduce was $275,781 and the present value, $240,168. 
The Commission fixed as the Just compensation to be paid 
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by the City of Appleton for the water plant, the sum of 
$255,000. 


§ 608. Losses due to careless and unprogressive manage- 
ment may not be capitalized. 

In the Oconto City Water Supply Company Case the 
Commission holds that losses due to careless and unpro- 
gressive management may not be capitalized as going 
value. The Commission says: ® 


We have, then, to consider the investment of about $139,400, 
the cost of reproduction new of $126,648, and the value in 
present condition of $116,547, as well as the intangible ele- 
ments entering into value, in fixing a valuation for rate-making 
purposes. In view of the fact that the failure of the plant to 
earn large dividends during the early years of operation appears 
to have been due to the fact that it was established before the 
wants of the community made it necessary, that charges for 
water seem to have been made in a slipshod manner, without 
reference either to the provisions of the franchise or the inter- 
ests of the business, and the further fact that no appreciable 
effort appears to have been made during this time to extend 
the business, it seems that only a small amount can be allowed 
as going value because of the cost of building up the business. 
To make a large allowance for going value, under the circum- 
stances in this case, would be equivalent to capitalizing the 
losses incurred through careless and unprogressive manage- 
ENGI Le se « , 

If rapid extension of the business and efficient management 
are to justify higher rates, it cannot be that the opposite con- 
dition of affairs can also justify higher rates, either directly 
or through the addition of a going value, and if the rapid ex- 
tension and efficient management cannot be capitalized, it does 
not seem just to capitalize the results of a stationary condition 


5 Re Application of the Oconto City Water Supply Company for valua- 
tion of its property and other relief, 7 W. R. C. R. 497, 515, August 7, 1911. 
This is an application by a water company for a valuation of its property 
and for an order allowing it to increase its rates. 
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of the business and of poor management. In other words, if 
losses are due to such causes as these, during the period in 
which the business should normally be developing, it is not 
fair to the customers of the utility to add these losses to the 
physical valuation under the name of going value. The cost 
of building up the business, or the “cost of going value,” ought 
to be clearly distinguished from the cost of unprogressive man- 
agement. The greatest difficulty, of course, is to make such a 
distinction and to reduce it to terms of dollars and cents. It 
is not possible to make a mathematically accurate separation 
of these two items of expense, but from the facts in this case 
it seems that a large part of the losses during the first years of 
operation was due to managerial oversights or inefficiency, and 
such part should not be made in any form a charge against 
the consumer... . 

The exact amount which should be allowed for going value, 
and the final valuation to be arrived at, may be matters of dis- 
pute, if an attempt is made to fix a value other than in round 
numbers. In view of all the facts as presented, however, it 
appears that the company should be allowed to base its returns 
upon a valuation of about $125,000. Although this is somewhat 
less than the cost of reproduction new, and considerably below 
the amount which appears to have been invested in the prop- 
erty, it is sufficiently in excess of the present value of the phys- 
ical property to make adequate provision for going value, at 
the same time it is the lowest figure which seems just to the 
utility, and as high a valuation as the public should be expected 
to pay returns upon. a 


§ 609. Expense of certain litigation excluded. 

In the Oconto City Water Supply Company Case the 
Commission excludes certain expenses of litigation in 
determining the cost of building up the business. The 
Commission says: ® 

6 Re Application of the Oconto City Water Supply Company for valua- 
tion of its property and other relief, 7 W. R. C. R. 497, 509, August 7, 1911. 


This is an application by a water company for a valuation of its property 
and for an order allowing it to increase its rates. 
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There appears to be a distinction between expenses incident 
to building up a business, which, as previous decisions of the 
Commission have held, add an element of going value to the 
property, by the very fact that they have been incurred directly 
in connection with extending the business, and expenses, such 
as the cost of the litigation in question, which might have been 
expanded indefinitely without adding one consumer to the list 
or increasing the sales of water a single gallon. Even if the case 
had been decided against the water company, it does not fol- 
low that the legal expenses should be capitalized, for it would 
be an injustice to the customers of the company to compel them 
to pay dividends on money which had been spent without in- 
creasing, in any way, the value of the property, either in a phys- 
ical sense or as a going concern. ‘The addition of going value 
to physical value rests for its justification upon the theory that 
owners should have a return upon the cost of developing the 
business. It does not follow, however, that the owner should 
have, or that the consumer should pay, a return upon money 
which has been expended in order to avoid, or to attempt to 
avoid, paying for part of the physical equipment of the plant. 
Certainly neither the property nor the consumer would benefit 
from such litigation, and its cost should not be made a burden 
upon the plant and so, indirectly, upon the consumer. 


§ 610. Losses due to competition considered. 

In the La Crosse Gas and Electric Rate Case tne Wis- 
consin Railroad Commission discusses the question as to 
what consideration should be given to losses resulting 
from competition in a determination of going value. The 
Commission says:’ | 


In former decisions of this Commission it has been pointed 
out that, during the promotion period which follows the first 
construction of the plant, the ordinary losses due to building 
up the business from an unprofitable plant with few or no 
consumers to a profitable one, are often sums for which the in- 


7Re Application of the La Crosse Gas and Electric Company for au- 
thority to increase its rates, 8 W. R. C. R. 138, 184, November 17, 1911 
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vestors are entitled to return later on. But what considera- 
tion should be given to losses that may be the result of com- 
petition occurring some years after the first construction, is a 
matter that is not so clear. One view that may be held is, 
that during periods when no public regulation of utilities exists 
and there is little restriction as to the number of concerns that 
may enter the same field, the risks of the business are greater 
and utilities are therefore entitled to larger returns during the 
profitable years than would otherwise be the case. Investors, 
it may be held, knowing, as they should, that these conditions 
prevail, take upon themselves, when entering the field, the risks 
_ of the business as well as the privilege of enjoying substantial 
profits from the undertaking. Another view may be advanced, 
holding that since a municipality, during former years, could 
choose between allowing one or more utilities of the same kind 
to supply the community, it took upon itself the responsibility 
of increased costs and losses due to competition when duplicate 
franchises were granted. 

Whichever position is more representative of the truth in 
these respects, it seems quite certain that municipalities are to 
some degree responsible for the increased cost of service and 
losses in conducting the business when they permit duplicate 
investment to serve an already adequately supplied public. 
Just how the public in such instances expects to permanently 
profit by such action is difficult to say. As a rule, its action 
is believed to be due to misapprehension as to the cost of serv- 
ice, the amount of profit utilities usually secure, and the rights 
to which they are entitled. High rates, poor service or other 
iocal circumstances have sometimes formed the grounds upon 
which attack or retaliation has been made by the public by per- 
mitting competition to take place, and to what extent it was 
justified therein, in the absence of other protective methods, 
depends largely upon the importance of these offenses and 
whether the utility was responsible for them. 


§ 611. Cost of business promotion may be offset by earnings. 
In City of Racine v. Racine Gas Light Company, no 
allowance was made for cost of building up the business as 
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net earnings in the past had been sufficient to cover such 
cost. The facts were as follows: 

The cost of building up the business was given by re- 
spondent as about $178,943. This amount was expended 
in order to secure business and represented losses on 
sales of fixtures, sales of gas at less than cost, and sums 
expended for advertising, soliciting, and in other ways 
encouraging the use of gas. A large part of the above 
amount had been paid out of the earnings as the expense 
was incurred; the remainder had been charged to the 
construction account or plant additions. It was found 
that if the amounts thus charged to construction by the 
respondent had been charged to operating expenses and 
paid out of earnings each year, respondent’s net earnings, 
after allowing 2 per cent. on the total property for depre- 
ciation, would have been never lower than 7 per cent. 
on the cost-of-reproduction-new, and would have reached 
8.9 per cent. during the highest year. 


§ 612. Effect of application of Wisconsin rule on valuations 
fixed. 

A rather careful study of the Wisconsin decisions on 
going value has failed to disclose to what extent the cost 
of establishing the business as determined by the Wiscon- 
sin rule has actually been included in the final valuations 
found by the Commission. The determination of fair 
value is a.complicated mental process that can not readily 
be reduced to rules and the Commission is probably wise 
in not attempting to disclose the precise weight that it 
has seemed proper to give to each element of value in its 
final determination. What makes the matter confusing, 
however, is the fact that whether or not in particular 


8 City of Racine v. Racine Gas Light Company, 6 W. R. C. R. 228, 229, 
decided January 27, 1911. This case involved the valuation of a gas plant 
for rate purposes. 
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cases a going value has been found to exist, the result is 
apparently about the same. In any case the fair value for 
purchase or rate making has usually been fixed quite close 
to cost-of-reproduction-new. Sometimes it is about half 
way between cost-less-depreciation and cost-new and 
sometimes about an equal amount above cost-new, but 
in general the valuations seem to cluster rather closely 
around cost-new. 

Payne v. Wisconsin Telephone Company, 4 W. R. C. R. 
1, decided August 3, 1909, is a telephone rate case. The 
Commission found that there was no going value, as any 
uncompensated losses must have been taken care of by 
subsequent earnings. The cost-of-reproduction-new was 
$74,233 and the book cost was $82,750. The Commission 
determined that ‘‘in this case the book cost is the maxi- 
mum amount upon which the rate of return and the rea- 
sonableness of rates charged to subscribers can be de- 
termined.”’ Apparently the book cost was adopted as 
the Commission’s valuation. 

Hill vy. Antigo Water Company, 3 W. R. C. R. 623, de- 
cided August 3, 1909, is a water rate case. The Com- 
mission found the following costs and values: 


Cost-of-reproduction-new plus bond discount . $102,860 


The above less depreciation . ‘ ; : 95,077 
Earning value, 6% basis . : : : ; 95,282 
Earning value, 7% basis . : é . 119,464 
Going value as determined by Ginieenio $7,000 to 10,000 
Commission’s valuation . Pedic: : . 2 T10,008 


In this case a certain allowance for going value has evi- 
dently been added to cost-of-reproduction-new in order 
to determine fair value for rate purposes. 

State Journal Printing Company v. Madison Gas and 
‘Electric Company, 4 W. R. C. R. 501, decided March 8, 
1910, is a gas and electric rate case. The Commission 
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found for the purposes of this case the following costs and 
values: 


sient qlegtiie 
plan plan 
Cost-of-reproduction-new* . i . $411,765 $534,837 


Cost-of-reproduction-less-depreciation* . 347,892 429,802 
“Earning value” on 74% and 8% bases 400,493 450,451 
Fair value for rate purposes . : . 412,000 585,000 


* Including working capital. 


In re Fond du Lac Water Company, 5 W. R. C. R. 482, 
decided August 19, 1910, is a valuation of a water plant 
for purposes of municipal purchase. In this case the Com- 
mission found costs and values as follows: 


Cost-of-reproduction-new ‘ : ; . $314,439 
Cost-of-reproduction-less-depreciation . ‘ 281,922 
Original cost plus additions to 1910 ‘ . 810,165 
Present “earning value’ on 6% basis : 307,166 
Commission’s valuation : : é ‘ 320,000 


In re Appleton Water Works Company, 6 W. R. C. R. 
97, decided December 7, 1910, is a valuation of a water 
plant for purposes of municipal purchase. The Com- 
mission found the following costs and values: 


Cost-of-reproduction-new : 4 , . $275,781 
Cost-of-reproduction-less-depreciation . . 240,168 
~ Commission’s valuation . : : : . 255,000 


City of Racine v. Racine Gas Light Company, 6 W. R. 
C. R. 228, decided January 27, 1911, 1s a gas rate case. 
In this case the cost-of-reproduction-new as of June 30, 
1910, was $986,290 and the cost-of-reproduction-less- 
depreciation was $907,062. The Commission adopted 
the cost-of-reproduction-new as its valuation. In this 
case there was no question of going value as the Com- 

30 
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mission found that the earnings had been adequate to pay 
the cost of establishing the business. 

Re Manitowoc Water Works Company, 7 W. R. C. R. 
71, decided June 27, 1911, is a valuation of a water plant 
for purposes of municipal purchase. In this case the Rail- 

road Commission found the following costs and values: 


Cost-of-reproduction-new . . : . $242,510 
Chsareeereructiondessnnreniaiay j . 225,108 
Original cost plus additions to 1910. . 283,183 
Present ‘earning value’ on 6% return basis 231,357 
Commission’s valuation . ! ; ; . 236,000 


City of Beloit v. Beloit Water, Gas and Electric Com- 
pany, 7 W. R. C. R. 187, 281, 378, decided July 19, 1911, 
is a petition of the City of Beloit in relation to the rates 
and service of the Beloit Water, Gas and Electric Com- 
pany. The Commission found the following costs and 
values: 


Water Gas Electric 


Plant Plant ‘Plant Total 
Cost-of-reproduction-new ‘ - $307,941 $321, sae $264,882 $894,204 
Cost-of-reproduction-less- -depreciation A - 289,521 300, 225,772 815,902 
Earning value 4 : - 322,660 308, ose 257,879 897,476 
Commission’s valuation . Merc i q 4 . 310,000 270,000 894,000 


Re Application of the Oconto City Water Supply Com- 
pany, 7 W. R. C. R. 497, 515, decided August 7, 1911, isa 
water rate case. The Commission found the following 
costs and values: 


Cost-of-reproduction-new . ; : . $126,648 
Cee ee Mie inloeeaminreet gin ; ~ 116,547 
Actual investment . ‘ : és : . 139,400 
Commission’s valuation . ; , : ~ 125,000 


The case of City of Janesville v. Janesville Water Co., 
7 W.R. C. R. 628, 641, decided August 17, 1911, involves 
the valuation of a water plant for rate purposes. The 
Commission found the following costs and values: 
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Cost-of-reproduction-new . , . $246,326 
Cost-of-reproduction-less-depreciation ; ; 229,498 
Commission’s valuation . : : ' : 250,000 


In this case ‘‘earning value” was not determined but the 
Commission states that it has considered certain uncom- 
pensated losses of early years. 

The case of City of Marinette v. City Water Company, 
8 W. R. C. R. 334, decided December 14, 1911, is a water 
rate case. The Commission found the following costs and 
values: 


Cost-of-reproduction-new : ; - $356,683 
Cost-of-reproduction-less-depreciation : . 326,759 
Original cost plus additions . : : - 373,157 
Earning value, 6% return basis. : . 386,585 
Commission’s valuation . ; ; } . 350,000 


In this case the data for determination of earning value 
was deemed defective and no great reliance was placed on 
the result. The final valuation as fixed above included 
“slight additions” on account of going value and also an 
unstated amount for discount on bonds. 

The case of In re Kankauna Light and Power Company, 
8 W. R. C. R. 409, decided December 26, 1911, is a valua- 
tion of an electric plant for purposes of municipal pur- 
chase. The Commission found the following costs and 
values: 


Cost-of-reproduction-new . ; : : - $61,318 
Cost-of-reproduction-less-depreciation : . 44,992 
Commission’s valuation . : ; : - 50,000 


In this valuation the Commission considered the fact that 
there were losses during the two years that it took to put 
the business on a paying basis and also the fact that the 
business had suffered from mismanagement. 
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§ 618. Consideration of Wisconsin rule by courts and other 
commissions. 

The decisions of the Wisconsin Commission in cases 
involving going value have not come before the courts for 
review. The Commission has used its method of deter- 
mining going value in a considerable number of rate and 

purchase cases. The purchase cases came up under the 
general law permitting municipalities to purchase the 
plants of utilities operating under indeterminate permits. 
In case the municipality decides to purchase, it applies 
to the Commission to fix the just compensation therefor. 
These are not strictly speaking condemnation cases—but 
cases of purchase in accordance with the terms of the in- 
determinate permit. The court decisions in purchase 
cases have apparently based their conclusions on the 
value of an established business rather than on the cost 
of establishing the business as measured by uncompen- 
sated losses of early years (see § 536). There are, how- 
ever, certain decisions in rate cases that hold that such 
uncompensated losses should be added to value for rate 
purposes. See Metropolitan Trust Company v. Houston 
& T. C. R. Co., 90 Fed. 683, 687, decided December 1, 
1898, which is quoted above, § 550, and Pioneer Telephone 
and Telegraph Company v. Westenhaver, 118 Pac. 354, 
quoted above, § 565. The Supreme Court of California 
in Contra Costa Water Company v. City of Oakland, 113 
Pac. 668, 676, decided January 19, 1911, quoted above, 
§ 566, rejects a method of estimating going concern based 
on the early losses, and the same position is taken in the 
following cases: 


§ 614. San Francisco Water Rate Case, 1911—Deficit 
method disapproved. 

An application of a method of estimating going value 

very like in form to the Wisconsin method was specifically 
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disapproved in Spring Valley Water Co. v. San Francisco, 
165 Fed. 667, decided Oct. 7, 1908. This is a rate case. 
District Judge Farrington says (at page 696): 


Two of the experts estimated the value of the going business 
to be equal to the total amount by which current rates of inter- 
est exceeded the net profits of the business prior to 1880. In 
other words, the value of the going business is equal to the cost 
of establishing the Spring Valley Water Company’s business 
originally, and that cost is equal to the deficiency of revenue 
prior to 1880. This estimate is open to the objection that the 
deficiency of revenue may have been due to extravagant or 
wasteful management. The company may have purchased 
a plant larger and more expensive than necessary; current 
rates of interest may have been abnormally high; many causes 
which have absolutely no relation to the value of the company’s 
business now as a going concern may have increased or dimin- 
ished the deficiency in revenue. Furthermore, if it be conceded 
that early deficiency of revenue is the proper measure of value 
for the present going business, then it follows that, the greater 
the deficiency and the more unprofitable the business, the 
greater the present value of the going concern; and, if the busi- 
ness had yielded large profits from its very inception, the going 
business to-day would be worthless. 


On final hearing of this injunction proceeding in 1911, the 
above was again cited with approval by District Judge 
Farrington, 192 Fed. 137, 166. 


§ 615. New York Public Service Commission disapproves 
capitalization of early losses. 

In the opinion of the New York Public Service Com- 
mission for the First District disapproving a plan of - 
capitalization on reorganization of the Third Avenue 
Railroad Company a proposition to capitalize early losses 
is rejected. Commissioner Maltbie says: ® 


9 Re Reorganization of Third Avenue Railroad Company, 2 P.S. C. 1st 
D. (N. Y.)—July 29, 1910. 
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Mr. Floy has included interest and taxes not merely up to 
the time when operation begins, but also until the company 
can earn a sufficient surplus over and above operating expenses 
and interest to pay a reasonable dividend to the stockholders. 
According to this theory, the longer a company is unable to 
earn a fair profit for its stockholders, the greater will be the 
value of the property; but everyone knows that such is not the 
case. The same theory would justify stock dividends, for if a 
company is entitled to capitalize unearned dividends below a 
reasonable return, say six or eight per cent., it follows that it 
may issue securities for such unearned dividends. Would the 
converse be admitted by Mr. Floy, viz., that if a company 
earned a large amount above operating expenses, interest and 
fair dividends, such surplus should go to reduce capitalization? 
Such theories are neither sound nor practicable, and Mr. Floy 
could cite no case where they had been followed. 

The applicants seem to have fallen into this error, through a 
failure to differentiate the present case from a rate case. It 
might be thought fair, if a rate were being fixed to allow a com- 
pany which had failed to earn a fair return upon its unimpaired 
investment during the early years of its existence to make up 
these deficiencies by larger earnings during the later years. But 
this principle is entirely different from the one enunciated by 
the applicants. 

The proper period for the capitalization of development ex- 
penses ends when operation actually begins. Securities ought 
not to be issued to cover operating expenses, fixed charges or 
dividends after that time, except possibly in a most unusual 
case when such procedure is absolutely necessary to preserve 
the undertaking. In such an abnormal case, repayment must 
be made sooner or later out of earnings, and a company which 
attempts to secure dividends that are not earned by the is- 
suance of securities has started upon the road which leads 
to financial disaster. 


§ 616. Report on Peoria waterworks rates, 1910. 
After referring to Justice Brewer’s opinion in the 
Kansas City Case (see above, § 521), Messrs. Benezette 
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and C. B. Williams in their report on the Peoria water- 
works rates say (at page 25): !° 


Now, what is this value which flows from the established 
connections? In what does it consist? Whence does it come? 
Judge Brewer did not give it a name, nor did anyone in Kansas 
City case, though some of the attorneys contended that the 
business, and the plant as a whole must be taken upon the 
basis of a “‘ going concern.” 

Obviously it has to do with something that has economic 
value, that is the object of human desire, that is sought after. 
Something for which people will make sacrifice. No one will 
do this for “‘ Deficits and Losses.”” One may incur ‘“‘ Deficits 
and Losses” to attain the sought for object, but they are not 
the object. 

The object desired and sought in the case of public utilities 
is beyond dispute, service. A service whose value is represented, 
and measured by certain portion of the probable future earn- 
ings of the plant. .. . 

What is it then but the earnings which the operating plant 
can and will produce in the future, which could not be obtained 
if such plant had had no existence? that is the difference in 
the net earnings of the operating plant, and the possible net 
earnings of a hypothetical plant if it were started to-day in 
the same though a new and unoccupied field? 


§ 617. Conclusion. 

If going value is to be allowed for at all as a separate 
element in the valuation, the Wisconisn rule for its de- 
termination has a great deal of merit. It is based on the 
real equities of the case. Necessary losses incurred in 
placing a business on a paying basis must if possible be 
reimbursed in some way. The Wisconsin rule includes 
such losses in the capitalization until such a time as they 
can be amortized out of earnings. While the rule is simple 

10 Report to the Mayor and City Council on water rates for the plant be- 


longing to the Peoria Water Works Company, Peoria, Illinois, by Bene- 
zette Williams and C. B. Williams, September 8, 1910. 
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enough in certain cases in other cases it is very compli- 
cated. It may require a knowledge of the life history of 
the plant and the manner and details of its operation and 
management that can not now be obtained. If the com- 
pany had been subject to efficient regulation throughout 
its life there would be some assurance of having reliable 
data to work upon. Unless the data is reasonably com- 
plete and it is used with a great deal of discretion it may 
lead to very erroneous results. Aside from certain errors 
already referred to and in view of the difficulties involved, 
the Commission seems to have worked out and applied 
the rule with remarkable intelligence, discretion and fair- 
ness. As explained in § 642, it seems better in valuation 
for rate purposes to give proper consideration to early 
losses in establishing the business through an increment in 
the rate of return, yet even so the application of the 
Wisconsin rule is useful as one method of judging what 
increment in rate of return is fair under the circumstances. 
In cases of purchase and condemnation whatever allow- 
ance is proper for going value must be included in the 
price fixed as it can not be allowed for in the rate of return. 
For purchase cases, therefore, the Wisconsin method will 
often be of much value. 


aA 


SS 


CHAPTER XXV 
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§ 630. Franchise and going concern in large measure inseparable. 

631. Commercial value as a going concern. 
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634. Good will—Court decisions. 
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636. Going concern value—Definition. 

637. Methods of estimating going concern value. 

638. Market value v. Cost as a measure of going concern value. 

639. Cost of reproduction v. Actual cost as a measure of going concern 
value. | 

640. Cost of establishing paying business—Rate Case. 

641. Cost of subsequent promotion of business—Rate Case. 

642. Going concern value—Rate Case. 

643. Going concern value—Public purchase. 

644. Cost of service theory of determining going value as set forth by 
Frank F. Fowle. 


§ 630. Franchise and going concern in large measure in- 
separable. 

The intimate connection between franchise value and 
going concern value is indicated by the fact that in pur- 
chase and condemnation cases there is usually no attempt 
to separate them. Either term is often used to indicate 
all intangible elements of value. In early condemnation 
cases these intangible elements in so far as they received 
separate consideration seem to have been lumped to- 
gether as franchise value. In fact there was no develop- 
ment of the conception of going concern as a separate 
element entirely distinct from the franchise until cases of 
municipal purchase came up in which by agreement or on 
account of the expiration of the franchise it was impossible 
to include franchise value. 
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§ 631. Commercial value as a going concern. 

In purely commercial transactions, valuation of an 
enterprise aS a going concern and the determination of 
the market value of the property and franchises mean 
practically the same thing. The value depends only in- 
directly on money spent or sunk or on cost-to-reproduce- 
new or on cost-less-depreciation but directly and funda- 
mentally on present and prospective earnings. Value 
depends not upon what has been put into the enterprise 
but upon what may be gotten out in the way of interest 
and profits. The risks that affect such prospective re- 
turns determine the price that will be paid. If the re- 
turns are assured they may be capitalized on a 4% or 5% 
basis. If less secure the capitalization rate may be 7%, 
10% or 12%. In the above there is no separate valuation 
of physical property, franchise and going concern. To be 
sure for bookkeeping purposes a certain amount may be 
set down for structural value or book cost and the differ- 
ence between this and the total market value of the enter- 
prise or its valuation as a going concern may be set down 
as going concern and franchise value. But any value thus 
attributed to going concern or franchise is not obtained 
by any process of valuing going concern or franchise as 
separate elements, but by valuing the enterprise as a 
whole. The term going concern value or franchise value 
is then attributed to any surplus value not otherwise as- 
signable. The more successful the enterprise the greater 
this surplus will be. It does not depend on the amount of 
business done but on the profits of the business. 


§ 632. Good will. 

This surplus is also sometimes loosely referred to as 
“good will.” That term, however, has another very 
definite meaning in law and practice. Good will is defined 
in Washburn v. National Wall Paper Company, 81 Fed. 
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17, 20, 26 C. C. A. 312, decided May 26, 1897, as “‘all that 
good disposition which customers entertain towards the 
house of business identified by the particular-name or firm, 
and which may induce them to continue giving their cus- 
tom to it.’”’ Good will for purposes of barter and sale 
represents the value of the firm name and of the advantage 
of doing business in the old location which arises from the 
good reputation and fame of the house and the probability 
that customers will resort to the old stand. A firm selling 
its business and good will parts with the right to use the 
firm name and an individual selling his business and good 
will parts with the right to thereafter carry on a similar 
business in a way that will produce confusion with the 
business the good will of which he has sold.! 


§ 633. Good will a characteristic of competitive business. 
This element of value is a characteristic of competitive 
business and has no counterpart in a monopoly. The 
‘“‘firm name” and the right to do business ‘‘at the old 
stand’ can only have a market value in case there are two 
or more competitors for the same business. As the term 
implies it involves an act of volition or habit of acting on 
the part of the customer. It relates not necessarily to the 
entire established business but to that part of the business 
that the purchaser will probably retain owing to the 
established habits of thought and action of the customers 
or to the general reputation or publicity of the firm and 
its products. In some lines of competitive business where 
a new firm must draw business from established houses, 
the actual cost of establishing a business may be enormous. 
Under a monopoly régime the situation is completely 
changed. Where there is a single source of supply the 
customer has no choice and no good will to give or with- 
hold. One of the economic advantages of monopoly is 


1. F. Meyers Co. v. Tuttle, 188 Fed. 532, June 14, 1911. 


\ 
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that wasteful competition in getting and holding trade is 
obviated. When the monopoly enterprise is transferred 
to a new owner the established business is retained by the 
new owner, not from any choice on the part of the con- 
sumer, but because the consumer has no alternative. 


§ 634. Good will—Court decisions. | 

In Consolidated Gas Company v. City of New York, 
157 Fed. 849, 871, decided December 20, 1907, District 
Judge Hough refers to the definition of good will in Wash- 
burn v. National Wall Paper Company, quoted above, 
§ 632, and says (at page 872): 


I cannot perceive how this complainant can possess a good 
will answering that description. There is nothing in the nature 
of its business enabling it to acquire good will in the property 
sense or indeed in any other. It is required by law to furnish 
gas to all demanding it within a certain distance of the mains, 
and it owns the mains, service pipes, and meters. What induces 
a customer to remain with this company, its successor or vendee? 
Nothing that I can imagine, except a desire to avoid the nui- 
sance of street digging in front of his house, s digging, however, 
entailing no expense upon him. Yet even this nuisance is in all 
human probability impossible of occurrence because of the 
beneficially monopolistic character of defendant’s present occu- 
pancy of the streets of this city. 


This is approved in the decision on appeal to the United 
States Supreme Court.” Justice Peckham says: 


We are also of opinion that it is not a case for a valuation of 
“good will.” The master combined the franchise value with 
that of good will, and estimated the total value at $20,000,000. 

The complainant has a monopoly in fact, and a consumer 
must take gas from it or go without. He will resort to the 


" 2 Willcox v. Consolidated Gas Company, 212 U. 8. 19, 52, 29 Sup. Ct. 192, 
53 L. ed. 382, January 4, 1909. 


: 
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“old stand,”’ because he cannot get gas anywhere else. The 
court below excluded that item, and we concur in that action. 


In Spring Valley Water Works v. San Francisco, 192 Fed. 
137, 168, decided October 21, 1911, District Judge Far- 
rington says: | 


The good will of complainant will not be considered as a 
proper element for valuation in this proceeding. Good will rests 
on the probability that customers as a matter of personal choice 
will continue to trade where they have been doing business. 
Here there is no such choice. They must take water from the 
Spring Valley Water Company or go without. 


In Town of Bristol v. Bristol and Warren Waterworks, 
23 R. I. 274, 49 Atl. 974, 975, decided July 27, 1901, which 
involves a valuation for public purchase, the Rhode Island 
Supreme Court says: 


The fact that the plant is a running plant, and the probable 
retention of customers, which is what is meant by ‘‘good will,” 
are elements which are included in the valuation of the franchise. 
A monopoly has no “good will,’ for its customers are retained 
by compulsion, not by their voluntary choice. 


§ 635. Good will—Wisconsin Railroad Commission. 

The Wisconsin Railroad Commission In re Cashton 
Light and Power Co., 3 W. R. C. R. 67, decided Novem- 
ber 28, 1908, holds there is no ground upon which good 
will can be predicated where the public utility enjoys a 
monopoly and where no competition exists. This case 
involved valuation for public purchase. In a subsequent 
case the Commission held that even where competition 
exists good will should not be considered in determining 
value for rate purposes: * 


3 Payne et al v. Wisconsin Telephone Co., 4 W. R. C. R. 1, 60, August 3, 
1909. 
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The Utilities Law excepts telephone companies from those 
of its provisions which protect existing plants from excessive 
or unfair competition. It is well understood that the theory 
of the law is, that utility enterprises are generally monopolis- 
tic in their character. This theory was not extended to include 
telephone companies. These alone are left in a class by them- 
selves, supposed to be governed by the ordinary laws of com- 
petition. Good will is an attribute of competitive business. 
It follows that, where competition actually exists which is ef- 
fective and controlling in force, some allowance may have to 
be made for good will in determining the value of a plant for 
certain purposes. Valuation for rate making is not one of these 
purposes. Hence, the possible existence of potential compe- 
tition at Marinette can have no bearing upon the valuation in 
this proceeding. 


§ 636. Going concern value —Definition. 

While it has generally been recognized that neither the 
concept of good will nor going concern as applied in the 
purchase and sale of competitive enterprises can be 
exactly transferred to the valuation of a monopoly for 
purposes of public purchase or rate regulation yet it is 
often asserted that there is a somewhat analogous element 
of value due to the established business that must be 
considered in such valuations. Some of the explana- 
tory terms and phrases used in the discussion of going 
concern value are: ‘‘established connections”; ‘“‘system 
in operation” and ‘‘actually earning’; ‘‘a going con- 
cern with a profitable business established ”; knowledge, 
experience and organization acquired by years of ac- 
tive operation; ‘‘actual cost of establishing the business 
as ascertained by the losses during the early history 
of the plant’’; ‘‘value of created income” or ‘‘cost of 
reproducing a given income’; the fact that the prop- 
erty has been tried out, adapted, adjusted, settled down, 
seasoned, unified; the combination of separate parts or 
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of separate enterprises or railway or telephone lines into 
a single system. Certain of these items should receive 
separate consideration. Those that may be grouped 
under adaptation and solidification have been treated 
in Chapter 16. Most of the phrases, however, relate to 
the established business and for the purposes of the 
present discussion the term going concern will be re- 
stricted to the element of value arising from the estab- 
lished business. Unquestionably a plant having an es- 
tablished and paying business is worth more to an in- 
vestor than a similar new plant that has as yet no 
business and whose future as a paying proposition is as 
yet uncertain. In all probability in the case of the new 
plant there will be insufficient business during the first 
few years of operation to pay a fair return on the invest- 
ment. These estimated deficits will evidently be taken 
into consideration by the investor as will also the fact 
that in the case of the new plant there is at least some 
chance that it will prove a failure from an investment 
standpoint. 


§ 637. Methods of estimating going concern value. 

The fundamental standards for estimating going con- 
cern value are essentially the same as the three standards 
already discussed at considerable length (chapters 3-5) 
for fair value in general: (1) market value, (2) cost of 
reproduction, (8) actual cost. 3 

Corresponding to the market value standard is the 
standard used in various water plant purchase cases which 
measures going value by the ‘“‘value of the created in- 
come.” It is based on a capitalization of certain advan- 
tages as regards future earnings. It is the market or 
commercial value of such advantages to an intending pur- 
chaser. It is not necessarily related either to actual cost 
or to reproduction cost. | 
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Corresponding to the cost of reproduction standard 
going value may be based on: 

1. The cost of reproducing the existing business as 
measured by the estimated deficits that will have to be 
incurred before the business can be established on a pay- 
ing basis, plus the estimated subsequent expenditures for 
promoting new business up to the time when the business 
of the new plant will equal the present business of the 
existing plant. 

2. The reproduction cost of establishing a paying busi- 
ness as measured by the estimated deficits that wil! have 
to be incurred before the business can be established on 
a paying basis. 

Corresponding to the actual cost standard going value 
may be based on: 

1. The actual cost of creating the existing business as 
measured by the actual deficits that have been incurred 
in putting the business on a paying basis, plus the actual 
subsequent expenditures for promoting new. business up 
to the present time. 

2. The actual cost of establishing a paying business as 
measured by the actual deficits that were incurred in 
putting the business on a paying basis. 

3. The actual net cost of establishing a paying business 
as measured by such actual deficits in putting the business 
on a paying basis as have not been recouped out of sub- 
sequent profits. 


§ 638. Market value v. Cost as a measure of going concern 
value. 

The courts in referring to the value of the established 
business in purchase cases have apparently usually had 
in mind the actual commercial value of such established 
business to a purchaser. Appraisers, therefore, who have 
based their appraisal on the value of a created income or 
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comparative plant method have probably conformed in 

theory at least to the best judicial precedent. The prec- 
edents are few and very unsatisfactory and the above 
conforms to the spirit rather than to the express state- 
ments of these decisions. In the second of the Maine 
Water Plant Condemnation Cases (quoted above, § 533) 
and in certain recent rate and purchase cases coming 
before courts and commissions there is a modification or 
complete rejection of the market value view of going con- 
cern. This change has doubtless come about owing to a 
more general recognition of the fundamental equities in 
the relation of the public service corporation to the public. 
Not all of the corollaries of the well established legal 
principle that property devoted to a public use is affected 
with a public interest which requires among other things 
the rendering of adequate service at reasonable rates of 
charge, have as yet been authoritatively developed. This 
great legal principle involves the recognition of both 
rights and obligations on the part of the company. The 
company is entitled to a fair reward for its investment 
and services but it is scarcely conceivable that fair reward 
can be based on monopoly value or a capitalization of 
earnings. The reward in order to be fair must bear some 
relation to actual sacrifice—in other words, some relation 
to cost. The ‘‘value of a created income method” and 
other methods that base going concern on market or 
commercial value seem completely at variance with 
fundamental and authoritatively established principles of 
public service regulation. 


§ 639. Cost of reproduction v. Actual cost as a measure of 
going concern value. 

Cost of reproduction of tangible property is at present 
the most generally accepted basis of valuation for pur- 
chase or rate making. Its great advantage is that it is 

36 
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comparatively easy of ascertainment. As applied to the 
established business this advantage is not apparent. The 
cost to reproduce a business is a difficult concept. The 
business is there and only by a supposition contrary to 
fact and purely imaginative can we conceive of its having 
to be reproduced. In most cases under present conditions 
the reconstructed plant would pay from the start and there 
would be no question of losses incurred in putting the 
plant on a paying basis. It seems that the actual equities 
of the case demand that the actual and necessary cost of 
establishing the business be considered rather than the 
more or less hypothetical cost of reproduction. This is 
in fact substantially the same as reproduction cost prop- 
erly considered. As indicated above, §§ 81-84, the term 
reproduction cost may be properly applied to reproduction 
at present prices but under the actual and necessary con- 
ditions under which the property was in fact constructed. 
This method as applied to the established business would 
be substantially the same as the actual cost method. 


§ 640. Cost of establishing paying business—Rate Case. 

The treatment of the cost of establishing a business in 
a rate case may perhaps justly follow the best business 
practice. How does the investor contemplate that it will 
be treated and how is it actually treated in a well managed 
public utility enterprise? Is it good practice to pay the 
standard rate of dividend from the start even though it 
is practically certain that it will be unearned for the first 
few years and though there is a chance that it may never 
be earned? Is not the payment of unearned dividends 
illegal and generally condemned? Such a policy is cer- 
tainly not to the interest of any permanent investor though 
it may find favor with the promotor and speculator who 
expect thereby to deceive the public and unload their 
securities for more than their actual value. The well in- 
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formed investor, however, will go into a new enterprise 
with the expectation that small returns will be received 
for the first few years, but with the belief that after such 
years have passed he will receive a return adequate to 
compensate him for the low returns of the first years. In 
order to induce investment in an enterprise of this kind 
the probable permanent rate of return must of course be 
higher than would be required to induce investment in 
an enterprise that promised a fair rate of return from the 
start. The investor looks to the permanent rate of re- 
turn and not to the payment of early dividends out of 
capital, to compensate him for the cost of putting the 
enterprise on a paying basis. Is it not logical and just 
therefore to do the same thing in a rate case? Instead of 
capitalizing the cost of establishing a paying business, 
allow as a rate of return, not what is necessary to induce 
investment in an enterprise with an assured income but 
what under the circumstances of the case would seem 
necessary to induce investment in a new enterprise having 
before it the probability of low returns for a few years. 
In this way the investors’ rights are scrupulously protected 
and the rate making process is very much simplified. 

In developing and justifying its theory of going value 
the Wisconsin Railroad Commission seems to have come 
to a different conclusion from that above expressed. In 
Hill v. Antigo Water Co., 3 W. R. C. R. 628, 713, decided 
August 3, 1909, the Commission discusses at some length 
the question as to whether going value or the cost of 
building up the business should be included in the value 
of a plant or gradually charged off from the earnings when 
the earnings become large enough to warrant it. The 
Commission says: 


As to whether the cost of building up the business should be 
included in the value of a plant, or gradually charged off from 
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the earnings when these earnings become large enough to war- 
rant it, or rather when they have so increased as to cover operat- 
ing expenses including depreciation and a reasonable return 
upon the investment, and, besides this, leave a surplus that 
may thus be devoted to the wiping out of the cost in question, 
may not be entirely clear. When added to the original capital 
upon which interest and profits should be earned, it becomes 
a permanent charge upon the consumers. This charge, however, 
is low, as low, in fact, as it very well can be made. When grad- 
ually written off, it results in a high annual charge upon the 
present consumers, but in a charge that will terminate when 
the cost has been wiped out. Either plan may be feasible. As 
to which one is preferable is a question that depends upon the 
circumstances in each particular case. 

When all the facts are considered, however, it will probably 
be found that in most cases it is better to include these costs 
in the capital than to attempt to wipe them out in a compara- 
tively brief period through some system of amortization. These 
costs, as shown, are in the nature of an investment and should 
therefore, it would seem, be treated as such. They largely be- 
long to the same class of costs as the interest on capital and 
certain other items for which allowance is made during the con- 
struction period. It is true that these costs become a permanent 
charge when they are included in the capital, and that they are 
ultimately extinguished when they are written off. But this 
would not seem to affect the conclusion already stated. Plants 
are built for the future as well as for the present. Their cost 
is therefore an item that should be borne by all who are bene- 
fited by the services they render. When any considerable part 
of the cost is thus written off in a shorter period than the life 
of the plants, it necessarily falls heavier on some consumers 
than on others. It is also more severely felt by the consumers 
during the earlier than during the later years of the plant, and 
this for the reason that during the former period the consumers 
are much fewer than later on. This burden in the former case 
is also increased by the fact that this is the period during which 
the rates must be the highest. Rates are usually decreasing 
as the numbers of customers are increasing. Again, the value 
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of most plants is represented by both bonds and stocks. The 
bonds have prior claims on the earnings, while the stockholders 
take what is left after all other claims have been met. The 
amount set aside in case the cost is written off would, therefore, 
have to come out of the share of the stockholders alone instead 
of being distributed over the entire valuation, as it should be. 
There is something to be said in favor of the method under which 
the cost of building up the business is written off, but in so 
far as this case is concerned it would hardly seem that 
anything that could be brought out in favor of this method 
could be as important or of greater importance than the facts 
just given. 


It seems probable that the above is not an accurate state- 
ment of the Commission’s real position. It seems im- 
probable that the Commission would really approve the 
issue of new securities to pay dividends—that is, to make 
up the amount by which net income failed to equal a fair 
return on-the investment. In a number of states railroad 
officials are subject to fine and imprisonment for paying 
dividends except out of surplus profits. This is a salutary 
regulation and conforms to elementary principles of 
sound finance. If it were legitimate to capitalize each 
year the amount by which a company should fail to earn 
a fair return, the door to fraud and wild-cat financiering 
would be opened wide. 


§ 641. Cost of subsequent promotion of business—Rate Case. 

But after an enterprise is established on a paying basis 
there are still expenditures for the further promotion of 
the business. The management seeks by advertising, 
soliciting, and demonstration of new uses to hold the 
former business and to develop and extend it in every 
possible way. Expenditures of this kind are normally 
charged to operation and not to capital account. This 
is the approved method and the method contemplated in 
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the uniform systems of accounts prescribed by govern- 
mental authority. Large scale production reduces the 
per unit cost. The development of new business renders 
large scale production possible and temporarily at least 
increases the profits of the owner. Its effects upon the 
business and profits of the enterprise are the same as any 
improvement as a result of which the per unit cost of 
production is reduced. The company is in duty bound to 
manage as efficiently as possible, and expenditures for 
advertising, soliciting, demonstration, etc., would seem to 
be essential to such management and to be properly 
chargeable to operation. To charge such expenditures to 
capital is fraught with danger and is seldom considered 
proper or wise in a public utility enterprise. This being 
the standard practice it is probably well to follow it in a 
rate case and to assume that all costs of developing the 
business subsequent to the time when the business began 
to earn a fair return have been and will continue to be 
paid out of operating expenses. In this case there will be 
no capitalization of this cost of development, but the 
estimate of operating expenses for the future will include 
an allowance for normal expenditures for this purpose. 
Some estimators, while allowing in the valuation for a 
capitalization of the cost of promoting business, neverthe- 
less treat the current expenditures for this purpose as an 
operating expense in estimating future income require- 
ments for rate purposes. Of course this is wrong, for this 
item can not be charged both to operation and to capital. 


§ 642. Going concern value—Rate Case. 

The above discussion seems to prove that if in a rate 
case the rate of return is adequate to induce investment 
in a new enterprise of similar character subject to the 
probability of a low return for the first years, the so-called 
cost of putting the business on a paying basis is fully pro- 
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vided for, and provided for in the way that conforms 
most closely to actual conditions and the actual equities 
of the investor and the consumer. It also appears that 
the cost of promoting additional business subsequent to 
the time when the business began to earn a fair return is, 
according to approved practice and theory, treated as an 
operating expense. The consumer pays for the increased 
business that makes possible a reduced per unit cost out 
of the current earnings and this being the case it is not 
proper to also capitalize it and thus require the consumer 
to pay twice for the same thing. 


§ 643. Going concern value—Public purchase. 

The above reasoning is applicable to a valuation for 
rate purposes. In a valuation for public purchase the 
same fundamental principles will apply but the result is 
modified by a difference in the meaning of value for these 
two purposes. Value in a rate case is the amount on 
which the fair return should be allowed in order to ade- 
quately compensate the investor. The essential thing is 
not the value alone or the rate of return alone but the net 
income which is the product of the two. So long as the 
net income remains unchanged it is immaterial so far as 
the justice of the result is concerned whether cost of 
creating a paying business is taken care of by increasing 
fair value and reducing fair rate of return or by increasing 
fair rate of return and reducing fair value. A reasonable 
net income is the fundamental requirement. In public 
purchase, however, it is value or price that is fundamental. 
Existing relations are terminated and the price paid can- 
cels all rights to the property and the profits thereof. If 
the company is operating under a perpetual franchise but 
subject to regulation as to service and rates of charge the 
value of the property and rights transferred should be 
based on the estimated: present and future net income 
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under reasonable rates of charge. In determining purchase 
price the first thing to be determined therefore is- the 
reasonable rate of charge. This should be determined in 
exactly the same way as if it were a rate case. The same 
consideration will be given to cost of establishing the 
business as in a rate case, 2. e., it may be treated as affecting 
primarily either fair value or fair rate of return. Whichever 
way treated its effect will be represented in the net income 
allowed. Having in this way arrived at the probable net 
income under reasonable rates it remains simply to cap- 
italize this income at such rate as may be deemed most 
reasonable in order to arrive at the price that will ade- 
quately compensate the investor for parting with this 
source of interest and profit. If the rate of capitalization 
chosen is the same as the fair rate of return used in de- 
termining a reasonable rate of charge the purchase price 
and the fair value for rate purposes will be identical. But 
ordinarily the fair rate of return will be higher than the 
capitalization rate and therefore the fair value for rate 
purposes will be lower than the purchase price. This is 
true because the fair rate of return is based on the hazards 
of a new enterprise while the capitalization rate is de- 
termined by the lessened hazards of an established busi- 
ness. The difference between fair value for rate purposes 
found by this method and the purchase price for purposes 
of public purchase may therefore be attributed to the 
established business and the right to a continued enjoy- 
ment of the profits therefrom. It therefore includes both 
going concern value and franchise value. In the above 
case it was assumed that there was a perpetual franchise. 
If the company were operating under a fixed term fran- 
chise the fair rate of return would be determined with a 
view to permitting the amortization of the cost of estab- 
lishing the business within such franchise term so that at 
the end of the franchise term there should be neither 
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going value nor franchise value. If the company were 
operating under an indeterminate franchise the fair rate of 
return at any time should be adequate to amortize any 
uncompensated losses incurred in the establishment of 
the business. After such losses have in fact been amor- 
tized there will be no going value in a valuation for pur- 
chase but there may remain some franchise value (see 
§§ 720-722). 


§ 644. Cost of service theory of determining going value as 
set forth by Frank F. Fowle. 

In an article on Going Value published in the Journal 
of the Western Society of Engineers, February, 1912, 
pages 147-190, Frank F. Fowle discusses various theories 
of going value. He holds that rates should be based on the 
actual cost of the service and that any theory of going 
value should conform to this more fundamental theory. 
He rejects the value of a created income method as based 
on the value of the service rather than on the cost of the 
service. Under the cost of service theory, going value may 
be measured according to the Wisconsin method or may 
be allowed for in fixing the rate of return. Mr. Fowle 
says (at pages 154, 168): | 


The cost of service theory measures value by actual cost or 
investment in the tangible property, as being the lowest value 
which is equitable. The rate of return which is regarded as rea- 
sonable depends upon local circumstances, but in the main it 
covers both the ordinary interest rate on secure investments 
and a margin of speculative profit; this is necessary to attract 
capital and stimulate development. The total return generally 
allowed is 7% to 8%. This makes it possible, with certain 
forms of financing, to show a margin of going value. Under 
the rule of conservative banking that a property should not be 
bonded beyond the point where the interest exceeds one-half 
of the net earnings, the stock can be made to show more than 
the rate of return allowed on the whole property. Consider, 


570 VALUATION [§ 644 


for example, a property which cost $100,000, and which is al- 
lowed to earn 8% or $8,000 per annum. Assume that the bonds 
bear 6% interest, but not more than $4,000 gross interest charges 
per annum; then it will appear that the stock has earnings as 
follows: 


Interest Net 
Value Rate Harnings 
Total Dea | EEE SBTOOIOUU 0 Bee. oes Oem 


Bonds . ° ‘ : ; 66,700 6% 4,000 


Stock ws a ESRB a0 1 aoe 


The bond issue amounts to $66,700 and the stock issue to 
$33,300. The stock earns $4,000 per annum or 12%, and on 
an 8% basis each share of stock would be worth $150.00 on a 
par value of $100.00. This would apparently produce a total 
going value, based on earnings, of $16,700; but obviously this 
would not be a value which could be added to the cost of the 
tangible property for rate making purposes. It is also essential 
to recognize that the bonds represent a first lien on the property 
and the net earnings; the preferred stock would come next and 
the common stock last. Thus the stock represents to some 
extent a speculative margin where the financing is done in this 
way. It would be the first part of the investment to feel the 
effect of a falling off in net earnings and thus the market value 
of the stock might fluctuate, making it unwise to capitalize 
the going value which apparently exists... . 

The clear intent of the cost of service theory of rates is to 
limit values to the fair cost of all the tangible property. Thus 
there can be no going value, under this theory, which is sup- 
ported by net earnings in excess of a reasonable rate of return 
on the property. If this were not the case, the modern theory 
of regulation would fail to accomplish its purpose, and rates 
founded on the value of service theory, under former conditions, 
would continue to be impregnable. . . . 

Whichever way we conclude in the matter, selling cost, or 
the cost of building up and holding a going concern, is a legiti- 
mate outlay which we must recognize under the cost of service 
theory. In the case of an adjustment of rates at this time, 
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the form or manner in which we recognize it is not so essential 
as the fact, Again, we may observe that this is not going value 
in the broad sense, but simply an element of cost which demands 
recognition. 


CHAPTER XXVI 
Franchise Value in Purchase Cases 


§ 660. Pennsylvania Supreme Court in Toll Bridge Condemnation Case, 
1885—Value based on earnings. 

661. New York water plant condemnation, 1893. 
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pany entitled to compensation for loss of franchise to take tolls. 
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1901—Right to lay pipes of no value to city. 
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Town’s option to buy does not extinguish value of unexpired 
franchise. 

665. Connecticut Supreme Court in Purchase Case, 1904—Earning value 
but not franchise value considered. 
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1904—Rules to govern appraisers. 
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Value of right to charge reasonable rates. 

669. Summary. 


§ 660. Pennsylvania Supreme Court in Toll Bridge Condem- 
nation Case, 1885—Value based on earnings. 

The case of Montgomery County v. Schuylkill Bridge 
Company, 110 Pa. St. 54, 20 Atl. 407, decided May 25, 
1885, involves the condemnation of a toll bridge. Judge 
Paxson in delivering the opinion of the court says (at 
page 408): 


The defendant contended, as appears by their eleventh point, 
“the measure of damages is the cost of the construction of a 
new bridge at the time of the taking by the county, similar to 
the present one, diminished by an amount in proportion to 
such cost equal to the depreciation of the old bridge from wear 
and decay.”’ The learned judge very properly declined to 
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affirm this point. The vice of it consists in the fact that it sub- 
stituted one of the elements of damages for the measure of 
damages itself. The bridge structure, the stone, iron, and wood, 
was but a portion of the property owned by the bridge com- 
pany, and taken by the county. There were the franchises 
of the company, including the right to take toll, and these were 
as effectually taken as was the bridge itself. Hence, to measure 
the damages by the mere cost of building the bridge would be to 
deprive the company of any compensation for the construction 
of its franchises. The latter can no more be taken without com- 
pensation than can its tangible, corporeal property. Their value 
necessarily depends upon their productiveness. If they yield 
no money return over expenditures, they would possess little 
if any present value. If, however, they yield a revenue over 
and above expenses, they possess a present value, the amount of 
which depends in a measure upon the excess of revenue. Hence 
it is manifest that the income from the bridge was a necessary 
and proper subject of inquiry before the jury. . . . Nor is the 
value of the bridge to the county a material inquiry. The 
county may have made a mistake; the bridge may not be 
worth to the county what the jury have fixed as the damages. 
The county might perhaps have built a new bridge at another 
street for half the money, but it did not do so; it elected to 
take the property of the bridge company, and the inquiry 
under such circumstances is not what it is worth to the party 
taking, but its value to the company that is deprived of its 


property. 


§ 661. New York water plant condemnation, 1893. 

Under a special act of the Legislature, the City of 
Brooklyn purchased in 1892 the property and franchises 
of the Long Island Water Supply Company. The fran- 
chise had about thirty-eight years to run and the company 
claimed that it was an exclusive franchise and that it was 
entitled to the present worth of all future increased net 
earnings throughout the unexpired term based upon the 
present rates of charge. The commissioners of appraisal 
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appointed under the statute determined that the company 
did not have an exclusive franchise and state in their re- 
port to the Supreme Court that they have fixed the value 
of the franchise on the following assumptions: ! 


(1) That at present the water company alone has the right 
publicly to purvey water in the Twenty-sixth Ward; (2) that 
the exclusiveness now incident to its right may at any time be 
taken from it by the legislature, or by local authorities acting 
under legislation, but (3) that neither the legislature nor local 
authorities would, in determining whether to take from the 
company the exclusiveness of its right, fail to have such due 
regard as is demanded by ample and fair public policy, to the 
past investment, risks and services of the company, and to the 
reasonably just expectations which those who invested money in 
its work had in mind when so investing. The water company 
has insisted that by reason of its supposed right to exclude com- 
petition, it could and would earn over and above all investment 
and outlay and interest thereon during the remaining life of its 
charter more than $6,000,000. In our opinion the public au- 
thorities would not be justified, unless the water company had 
rights of a contract nature, to continue its freedom from com- 
petition in order to secure its returns so much in excess of any- 
thing reasonably due its former risks or investments or public 
services. The profits which the company has supposed it would 
earn in future years are based upon specific rates for its supply 
of water. If any protection of the water company from com- 
petition would at these rates produce such very excessive profits, 
it would clearly, in our opinion, be the duty of the legislature, 
or, under its permission, of other public authorities concerned, 
whether of the Town of New Lots or of the City of Brooklyn, 
to take care that such competition should be permitted as should 


1'This is quoted from the Transactions of the American Society of Civil 
Engineers, vol. 38, December, 1897, p. 179. The case is reported on appeal 
In matter of City of Brooklyn, 73 Hun, 499, decided December, 1893; 
affirmed 143 N. Y. 596, 38 N. E. 983, 26 L. R. A. 270, November 27, 
1894; affirmed 166 U. S. 685, 17 Sup. Ct. 718, 41 L. ed. 1165, April 16, 
1897. ‘ 
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secure to the people of the Twenty-sixth Ward a fit reduction 
in the rates. 


The total award was fixed at $570,000, divided as follows: 


Bereu ea nase), se Pere ee le $77,500 
For the pumping plant, reservoir, distribution 

system and all other appurtenances........ 292,500 
OPEC THANG NIC®: oe ons ee eh ae ee 200,000 


§ 662. Monongahela Navigation Company v. United States, 
1893—Company entitled to compensation for loss of 
franchise to take tolls. 

The case of Monongahela Navigation Co. v. United 
States, decided March 27, 1893, is a proceeding under an 
act of Congress providing for the condemnation of a lock 
and dam in the Monongahela River. It is provided in 
the act that ‘‘in estimating the sum to be paid by the 
United States the franchise of the said corporation to col- 
lect tolls shall not be considered or estimated.’”’ Upon the 
trial in the Circuit Court, evidence of the value of the 
franchise was rejected. In the Supreme Court the cor- 
rectness of this ruling was considered, and upon this ques- 
tion the court holds that a franchise is property and can 
only be taken by payment of just compensation. Justice 
Brewer in delivering the opinion of the court says (at 
pages 328, 329, 336, 341, 343): ? 


How shall just compensation for this lock and dam be de- 
termined? What does the full equivalent therefor demand? 
The value of property, generally speaking, is determined by 
its productiveness—the profits which its use brings to the 
owner. Various elements enter into this matter of value. 
Among them we may notice these: natural richness of the soil 
as between two neighboring tracks—one may be fertile, the 
other barren; the one so situated as to be susceptible of easy 


2 Monongahela Navigation Company v. United States, 148 U. S. 312, 
13 Sup. Ct. 622, 37 L. ed. 463, March 27, 1893. 
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use, the other requiring much labor and large expense to make 
its fertility available. Neighborhood to the centers of busi- 
ness and population largely affects values. For that property 
which is near the center of a large city may command high 
rent, while property of the same character, remote therefrom, 
is wanted by but few, and commands but a small rental. 
Demand for the use is another factor. The commerce on the 
Monongahela River, as appears from the testimony offered, is 
great; the demand for the use of this lock and dam constant. 
A precisely similar property, in a stream where commerce is 
light, would naturally be of less value, for the demand for the 
use would be less. The value, therefore, is not determined by 
the mere cost of construction, but more by what the completed 
structure brings in the way of earnings to its owner. For each 
separate use of one’s property by others, the owner is entitled 
to a reasonable compensation; and the number and amount 
of such uses determine the productiveness and the earnings 
of the property, and, therefore, largely its value. So that 
if this property, belonging to the Monongahela Company, is 
rightfully where it is, the company may justly demand from 
every one making use of it a compensation; and to take that 
property from it deprives it of the aggregate amount of such 
compensation which otherwise it would continue to receive. 
What amount of compensation for each separate use of any 
particular property may be charged is sometimes fixed by the 
statute which gives authority for the creation of the property; 
sometimes determined by what it is reasonably worth; and 
sometimes, if it is purely private property, devoted only to 
private uses, the matter rests arbitrarily with the will of the 
owner. In this case, it being property devoted to a public use, 
the amount of compensation was subject to the determination 
of the State of Pennsylvania, the State which authorized the 
creation of the property. The prices which may be exacted 
under this legislative grant of authority are the tolls, and these 
tolls, in the nature of the case, must enter into and largely de- 
termine the matter of value... . 

So, before this property can be taken away from its owners, | 
the whole value must be paid; and that value depends largely 
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upon the productiveness of the property, the franchise to take 
GOLEM, 

The power to regulate commerce is not given in any broader 
terms than that to establish post-offices and post-roads; but, if 
Congress wishes to take private property upon which to build a 
post-office, it must either agree upon the price with the owner, 
or in condemnation pay just compensation therefor. And if 
that property be improved under authority of a charter granted 
by the State, with a franchise to take tolls for the use of the 
improvement, in order to determine the just compensation, 
such franchise must be taken into account. Because Congress 
has power to take the property, it does not follow that it may 
destroy the franchise without compensation. Whatever be 
the true value of that which it takes from the individual owner 
must be paid to him, before it can be said that just compensa- 
tion for the property has been made. And that which is true 
in respect to a condemnation of property for a post-office is 
equally true when condemnation is sought for the purpose of 
improving a natural highway. Suppose, in the improvement 
of a navigable stream, it was deemed essential to construct a 
canal with locks, in order to pass around rapids or falls. Of the 
power of Congress to condemn whatever land may be neces- 
sary for such canal, there can be no question; and of the equal 
necessity of paying full compensation for all private property 
taken there can be as little doubt. If a man’s house must be 
taken, that must be paid for; and, if the property is held and 
improved under a franchise from the State, with power to take 
tolls, that franchise must be paid for, because it is a substan- 
tial element in the value of the property taken. So, coming 
to the case before us, while the power of Congress to take this 
property is unquestionable, yet the power to take is subject 
to the constitutional limitation of just compensation. .. . 

The theory of the government seems to be, that the right of 
the navigation company is to have its property in the river and 
the franchises given by the State to take tolls for the use thereof 
are conditional only, and that whenever the government, in the 
exercise of its supreme power, assumes control of the river, 
it destroys both the right of the company to have its property 


ov 
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there and the franchise to take tolls. But this is a mis- 
conception. The franchise isa vested right. The State has power 
to grant it. It may retake it, as it may take other private prop- 
erty, for public uses, upon the payment of just compensation. 
A like, though a superior, power exists in the national govern- 
ment. It may take it for public purposes, and take it even 
against the will of the State; but it can no more take the fran- 
chise which the State has given than it can any private property 
belonging to an individual. 

Notice to what the opposite view would lead: a railroad be- 
tween Columbus, Ohio, and Harrisburg, Pa., is an interstate 
highway, created under franchises granted by the two States 
of Ohio and Pennsylvania, franchises not merely to construct, 
but to take tolls for the carrying of passengers and freight. 
In its exercise of supreme power to regulate commerce, Con- 
gress may condemn and take that interstate highway; but in 
the exercise of that power, and in the taking of such property, 
may it ignore the franchises to take tolls, granted by the States, 
or must it not rather pay for them, as it pays for the rails, the 
bridges, and the tracks? The question seems to carry its own 
answer. ... It is also suggested that the government does 
not take this franchise; that it does not need any authority 
from the State for the exaction of tolls, if it desires to exact 
them; that it only appropriates the tangible property, and then 
either makes the use of it free to all, or exacts such tolls as it 
sees fit, or transfers property to a new corporation of its own 
creation, with such a franchise to take tolls as it chooses to 
give. But this franchise goes with the property; and the Navi- 
gation Company, which owned it, is deprived of it. The gov- 
ernment takes it away from the company, whatever use it 
may make of it; and the question of just compensation is not 
determined by the value to the government which takes, but 
the value to the individual from whom the property is taken; 
and when by the taking of the tangible property the owner is 
actually deprived of the franchise to collect tolls, just com- 
pensation requires payment, not merely of the value of the 
tangible property itself, but also of that of the franchise of which 
he is deprived. 
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§ 663. Massachusetts Supreme Court in Water Plant Pur- 
chase Cases, 1897, 1901—Right to lay pipes of no value to 
city. 

The case of Newburyport Water Company v. City of 
Newburyport, 168 Mass. 541, 47 N. E. 5338, decided 
June 14, 1897, is a valuation of a water plant purchased by 
the City of Newburyport under chapter 474 of the laws of 
1894. The company objected to the confirmation of the 
award made by the Commissioners but the award was 
approved by the Supreme Judicial Court. The statute 
provided that the price should be based on the fair value 
of the property for purposes of its use by the city and with- 
out enhancement on account of future earning capacity or 
good will or on account of the franchise of the company. 
Judge Holmes in delivering the opinion of the court says 
(at page 533): 


The chief complaint of the petitioner is that no allowance 
is made for its right to lay and maintain pipes in the streets, 
and its right to collect water rates. There was much discus- 
sion whether these are among the “‘rights’”’ which the city buys 
under section 1 of the act, and, if so, whether they are embraced 
in the provision that the value of the property shall be estimated 
without enhancement on account of, among other things, the 
franchise of the company. .. . We do not think it necessary 
to go into these considerations, or even to examine with great 
accuracy how far the rights in question have not been allowed 
for. The direction to “determine the fair value of said prop- 
erty for the purposes of its use by said city” is clear enough, 
without going into controverted questions. Whatever the 
city purported to purchase (see Abbott v. Railroad Co., 145 
Mass. 450, 453, 15 N. E. 91; State v. Sherman, 22 Ohio St. 411, 
428; Coe v. Railroad Co., 10 Ohio St. 372, 387), the petitioner’s 
right to lay pipes in the streets was of no use to the city. The 
city had that right by virtue of the legislative ce to 
furnish water. 


Gloucester Water Supply ncarentiols v. Gloucester, 179 
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Mass. 365, 60 N. E. 977, decided June 19, 1901, is a mu- 
nicipal purchase case involving practically the same state- 
ment of facts as the above. In the opinion in this case 
Judge Loring says (at page 981): 

The franchise of the Gloucester Water Supply Company was 

not an exclusive franchise. The grant of a similar franchise to 
the city of Gloucester to supply itself and its inhabitants with - 
water was not a violation of the franchise rights of the Gloucester 
Water Supply Company. And, finally, the sale to the city 
was not obligatory on the water company. The company was 
given the option of selling its property to the city, or of going 
on in competition with the city, under the act in question. 
Under these circumstances, it is plain that the value of the com- 
pany’s property which the city is compelled to buy ought not 
to be enhanced “‘on account of the franchise of said company.” 
It is also plain, so long as a water company has no competitor 
in supplying a town or city with water, that it is practically in 
the enjoyment of an exclusive franchise, although its franchise 
is not legally an exclusive one. For that reason, the earnings 
of this company were not evidence of the ‘‘fair value” of this 
property. The earnings of a company which is in the enjoy- 
ment of what is practically an exclusive franchise are not a 
fair criterion of the ‘‘fair value” of the property, apart from an 
exclusive franchise. For that reason, we are of opinion that 
the evidence of past earnings offered by the water company 
was properly excluded. 
Neither of the above Massachusetts cases involve the con- 
demnation of the water plants but merely their purchase 
with the consent of the company but under general terms 
practically forced upon it under threat of municipal com- 
petition. These terms fixed by the state statute ex- 
pressly exclude franchise value from consideration. 


§ 664. Rhode Island Supreme Court in Water Plant Purchase 
Case, 1901—Town’s option to buy does not extinguish 
value of unexpired franchise. 

The case of Town of Bristol v. Bristol & Warren Water- 
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works, 23 R. I. 274, 49 Atl. 974, decided July 27, 1901, 
Supreme Court of Rhode Island, involves the purchase of 
a water plant under an exclusive fifty year franchise giving 
an option to purchase at the end of ten years. When the 
option was exercised the franchise still had thirty-seven 
years to run. The questions involved were referred to a 
master who reported a total value of $294,651. This in- 
cluded an allowance of $151,804 as the value of the fran- 
chise for the unexpired term of thirty-seven years. The 
city argued that having the option to purchase, no value 
should be attached to the unexpired term of the franchise. 
The court, however, was of a different opinion and held 
(page 977): 


The res to be bought by the town under this option is exactly 
what would be the subject of purchase by a third party who 
should offer to buy of the defendant the Bristol Waterworks. 
It comprises the material plant and the rights possessed by 
the defendant and exercised in the use of the material plant. 
If the sale were to be made to some third party, could .it be 
doubted that it would include the franchise derived from the 
town as well as the engines, pipes, and other property pur- 
chased elsewhere? The town has the option to buy, not to 
extinguish, the rights they have given, which, together with 
other property and rights, make up what the defendant owns. 
Everything which the defendant can sell to another he can sell 
to the town. A fair and reasonable price to the town is what 
would be a fair and reasonable price to any one else. 


This case is unusual both in the very large amount of 
franchise value found and in the reasoning of the court in 
regard to an option to purchase. When the town in- 
cluded in the franchise a provision for purchase at the end 
of ten years it probably thought that it was thereby safe- 
guarding itself against the payment of an exorbitant price 
in case it decided on municipal ownership. A reservation 
of the right to purchase is of little or no value if it means 
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merely that the town has the right to buy back the fran- 
chise on such terms as would be awarded in a formal con- 
demnation proceedings. ‘The construction placed upon 
this option by the court does not seem to follow the rule 
that franchise grants should be construed strictly against 
the holder. 


§ 665. Connecticut Supreme Court in Purchase Case, 1904— 
Earning value but not franchise value considered. 

The case of Norwich Gas and Electric Company »v. City 
of Norwich, 76 Conn. 565, 57 Atl. 746, decided April 14, 
1904, Supreme Court of Errors of Connecticut, is an ap- 
peal on an application by the company to compel the City 
of Norwich to purchase its lighting plant under the terms 
of a state statute. The statute provides that in case a 
city or town decides to establish a plant, any corporation 
having an existing plant may elect to sell the same to the 
municipality and in such case ‘‘the price to be paid for 
such plant ... shall be its fair market value for the 
purposes of its use (no portion of such plant to be esti- 
mated at less than its fair market value for any other pur- 
pose) including as an element of value, the earning capac- 
ity of such plant, based upon the actual earnings being 
derived from such use at the time of the final vote of said 
city, town or borough to establish a plant.” The special 
commission appointed to appraise the company’s plant 
found the value to be $990,000 and stated that in fixing 
such value ‘“‘neither the franchises nor the good will of 
the plaintiff have been valued, and they should not be 
sold.” Judge Baldwin in delivering the opinion of the 
court quotes from the report of the special commission as 
follows (page 750): 


The commission has based its valuation upon the fair mar- 
ket value of the gas and electric plants for the purposes of their 
use, including, as an element of value, the earning capacity of 
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said plants, based upon the actual earnings which were being 
derived from such use at the time of the final vote of said city, 
to wit, on the 2d day of June, 1902. In reaching said valua- 
tion the commission has considered the location of the plants 
with reference to the river, the railroad, and the community 
served by their distribution systems; the value of the land; the 
structural value of the buildings; the value of the machinery 
and all apparatus for producing gas or electricity; the distri- 
bution system of each of said plants; the present’ condition 
of the buildings, machinery, and distribution systems, their 
defects, the changes needed for their reasonable improvement, 
and the probable result of such changes as bearing upon the 
output of the plants; the expense of operation; and the opinions 
of the experts who testified. It has also considered that the 
plants are going concerns, and that their output has been in- 
creasing; and also taken into account their earning capacity and 
their actual earnings at the time of said vote (making allowance 
for depreciation), and the fact that the plaintiff has an estab- 
lished business, built up at the risk of private capital, after 
experiments and changes during a long period; and has further 
considered the powers of the state and its policy in dealing with 
public service corporations. The commission deems the grounds 
of its valuation to be sufficiently stated, so that it is unneces- 
sary to make separate rulings upon the various parts of the de- 
fendant’s brief, as suggested during the argument. 


The findings of the special commission were approved by 
the court. In this case the anomaly is presented of in- 
cluding as an element of value ‘‘earning capacity’’ and 
‘factual earnings’ while at the same time excluding 
‘‘franchise”’ and ‘‘ good will.’ 


§ 666. Maine Supreme Court in Water Plant Condemnation 
Cases, 1902, 1904—Rules to govern appraisers. 

In Kennebec Water District v. City of Waterville, 97 
Me. 185, 54 Atl. 6, decided December 27, 1902, the Su- 
preme Judicial Court of Maine lays down rules to govern 
appraisers in making a valuation of property of the Maine 
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Water Company for purposes of purchase by the Kenne- 
bec Water District. The court while complying with the 
provisions of a state statute providing for such purchase, 
appreciates the possible difficulties if not dangers in at- 
tempting to formulate rules which are to be applied to 
facts not yet ascertained. This is the first of two similar 
cases, the second one being that of the Brunswick Water 
District, decided in 1904. In the first of these cases Judge 
Savage discusses franchise value as follows (pages 12, 14, 
15, 19): 


Secondly, as to reasonable rates: We think it is clear that 
the pecuniary value of the property of the Maine Water Com- 
pany, both plant and franchises, depends, to a considerable ex- 
tent, upon the financial returns it can be made to yield to the 
stockholders; that is, upon its net income. The franchise or 
right to do business, if unproductive, is of little value; and it 
stands to reason that the plant, as a structure, irrespective of 
franchise, if the business were profitable, would be worth more, 
and would sell for more, than if the business were unprofitable. 
The basis of income, of course, is the tolls charged and received. 
If the Maine Water Company were doing a private business, 
knowing its present net income, and the facts tending to show a 
probable increase in the future or otherwise, it would be compar- 


atively easy to approximate the present value of its plant and 


franchises. But it is not doinga private business. It is not a pri- 
vate corporation. The value of its property cannot be appraised 
as if it were a private corporation, doing a private business. 
Cotting v. Kansas City Stocks Yard Co. (C. C. ) 82 Fed. 850. 
It is a quasi public, or public service, corporation. . . . And 
it may be said that the fair and equitable value of the system 
of the Maine Water Company, as a whole, may, in a large 
sense, be measured by its net income at reasonable rates, taking 
into account future probabilities. . . . 

An exclusive franchise to do a profitable business is worth 
more than one which is not exclusive. A perpetual franchise 
to do a profitable business, is, or may be, worth more than one 
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which is subject to repeal. . . . But the defendants say that 
the Maine Water Company was ‘‘practically in the enjoyment 
of an exclusive franchise,’ because it had no competitor, al- 
though its franchise may not be legally an exclusive one; citing 
Gloucester Water Co. v. Gloucester, 179 Mass. 365, 60 N. E. 977. 
And we say that the fact that the company was doing its busi- 
ness without competition may and should be considered by 
the appraisers when they are valuing the property of the de- 
fendant as a going concern. That fact is one of the character- 
istics of the going business, and may enhance its value. We 
are considering now only the legal situation of the company. 
There is a difference between a franchise which is practically 
exclusive and one which is actually exclusive, as there is a dif- 
ference between uncertainty and certainty. The distinction 
is vital in principle, and it may be important in fixing value. 
Of how much or how little importance it is can only be esti- 
mated by the appraisers after hearing the evidence. .. . 

The defendants’ request 10 should also be given. It asks, 
in effect, that, in addition to structure values already consid- 
ered, the appraisers should consider all the franchises, rights, 
and privileges now held by the Maine Water Company within 
the Kennebec water district and Benton and Winslow, and al- 
low just compensation for them as such. This valuation, how- 
ever, must be made with reference to the character and dura- 
tion of the franchises. So far as appears, they are not exclusive, 
and they are subject to repeal. This we have already discussed. 
A franchise is property, and it has value. In this case the fran- 
chises have value in themselves, inasmuch as they give the 
owner the privilege of doing what is called a “profitable busi- 
ness.” We have already shown that the existence of such 
franchises may also enhance the value of the plant by which 
they are exercised. It should be remembered, however, that a 
franchise has only one appraisable value, and care should be 
taken that that value is appraised only once. | 

The defendants’ request 11 should be given in this case. It 
has been given in part already. It is that the value of a fran- 
chise depends upon its net earning power, present and prospec- 
tive, developed and capable of development, at reasonable 
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rates; that the value to be assessed is the value to the seller, 
and not to the buyer; and that “just compensation” means 
full compensation for everything or element of value taken. 
Monongahela Nav. Co. v. United States, supra. The appraisal 
must be made, having in mind what we already said concern- 
ing the character and duration of the franchises and the rea- 
sonableness of rates. While, with these limitations, the owner 
is entitled to receive the value of the franchises, having ref- 
erence to their prospective use as now developed, and to the 
future development of their use, consideration must also be 
had of the fact that further investment may be necessary to 
develop the use, and of the further fact that at any stage of 
development the owner of the franchise will be entitled to 
charge only reasonable rates under the conditions then existing. 
But subject to such limitations, we think it should be said 
that the owner is entitled to any appreciation due to natural 
causes,—such as, for instance, the growth of the cities or towns 
in which the plant is situated. Cotting v. Kansas City Stock- 
yards Co. (C. C. ) 82 Fed. 850. 


In the Brunswick and Topsham Water District case 
which also involves the laying down of rules for appraisers 
Judge Savage supplements his former discussion of fran- 
chise value as follows: ® 


But again, it is not only a structure, and a structure being 
used, but it is a structure built, maintained, and used by author- 
ity expressly granted to the company by the state; that is, it was 
built and is maintained and used by virtue of a franchise or 
franchises. The structure is lawfully in existence, and may 
rightfully continue to be used asa going concern structure, 
until the state determines otherwise. This also makes the 
structure in use more valuable. It is the difference between a 
structure existing by sufferance and one maintained by right. 
The franchise, however, is a limited one. It is not perpetual. 
It may be recalled by the state. It is not exclusive. Other and 


3 Brunswick and T. Water District v. Maine Water Company, 99 Me. 
371, 59 Atl. 537, 539, December 14, 1904. 
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competing franchises may be granted. It is not absolute. The 
right may be limited or qualified by express enactment. One 
franchise is limited in the nature of things, and that is the fran- 
chise to charge tolls or rates for water furnished. It cannot 
charge arbitrary rates beyond the power of revision. It may not, 
as we have seen, under some circumstances charge rates even 
fairly remunerative upon the investment. It can only charge rea- 
sonable rates in any event. A franchise may exist entirely inde- 
pendent of the structure There may be franchises when there is 
no structure. This water company may have franchises within 
this district which are not connected with the use of the structure 
which the district has taken. Of that we have no knowledge. 
But so far as the structure is maintained and used by virtue 
of a franchise, that fact may add to the value of the structure. 
One would be likely to pay more for it as a structure if it could 
be rightfully used than he would if it could not. What is it, 
then, that the district is taking, and for which the company 
is entitled to just compensation? It is a structure in actual 
use, and with a right on the part of its owner to so use it, and to 
charge reasonable rates to customers for services rendered. 
This is all. It is threefold in discussion, but it is single in sub- 
stance. The district obtains and the company yields its plant, 
its structure; but it is the structure as being used, with the 
rights to use it as stated; no less, no more. We apprehend that 
some difficulty in discussion has arisen from attempting to dif- 
ferentiate in logic what is inseparable in fact. The property 
taken is a single thing, to which belong certain characteristics 
which affect its value. The thing cannot be taken without 
these characteristics. If it is attempted to value the thing 
separate from its inherent characteristics, elements which add 
value to the thing are omitted. If these elements are omitted, 
the owner fails to receive the full and fair value of the thing, 
and thereby is denied just compensation. 

The petitioner thinks that the property of the company 
should be valued in entire disregard of its franchise character- 
istic. It says truly that the company has voluntarily devoted 
its money and property -to a public service; that is, it is doing 
the work of the state or public. It says that in entering upon 
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the business it put in its money and the state put in the fran- 
chises, and that the company ought to be satisfied with the 
fair present value of what it has itself put into the enterprise, 
and to receive nothing but the present worth of that actual 
investment, or, as it would be more accurate to say, the present 
worth of the mere structure which was created by and repre- 
sents the actual investment. But, unfortunately for the peti- 
»tioner’s contention, the state actually gave these franchises, 
such as they were, to the company. They became the property 
of the company, but not beyond revocation; not, perhaps, 
beyond the power of the state to permit the property to be 
taken, without valuation of the franchises, as has been done in 
at least one other state. But until the state should say other- — 
wise the company would have the benefit of them. Now, in- 
stead of saying otherwise, the state, by section 7 of the act 
under which these proceedings are had, has directed the ap- 
praisers to fix and award to the company the value of the fran- 
chises, which, so far as the structure is concerned, practically 
means, we think, the value of the property as affected by the 
franchises. And even in cases where, by statute, franchises 
were not to be included in the valuation, we conceive that it 
must have been implied that the property was to be valued 
as rightfully where it was, and rightfully to be used; for what 
are pipes in the ground worth as pipes, or reservoirs or dams or 
fixtures, unless they can be rightfully used, and reasonable 
tolls charged? And these rights are the franchises; at any rate, 
the most important ones. - 


§ 667. Wisconsin Railroad Commission in a purchase case 
under the indeterminate permit. 

In re Cashton Light and Power Company, 3 W. R. C. 
R. 67, decided November 28, 1908, is a valuation of a 
light and power plant for purposes of municipal purchase. 
The Commission says (at page 83): 


The company claims compensation for the license or priv- 
ilege by virtue of which it is authorized to carry on its busi- 
ness. It surrendered its franchise some time ago, and received 
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in lieu thereof an “indeterminate permit.” . .. Obviously, 
the term of the indeterminate permit is indefinite and limited 
only by the happening of the event specified in the statute. 
The moment the municipality exercises its option to purchase 
the plant of a public utility operating under an indeterminate 
permit, the life of such permit is terminated, and henceforth 
the same possesses no more value than a franchise for a definite 
term of years upon the expiration of the term. It is mani- 
festly the purpose of the law to relieve a municipality of any 
and all obligations to make compensation for the privilege of 
doing business, granted to a public utility, when the munici- 
pality determines to acquire the property of such public utility. 
As the company’s privilege of continuing in business has ex- 
pired, no compensation can be awarded for a right that no 
longer exists. 


Under the Wisconsin indeterminate permit law the com- 
pany is protected from competition, but, in case the city 
desires to purchase, the company is required to sell at the 
price which the railroad commission shall determine to 
be “just compensation.”” A number of plants have been 
purchased in this way (see § 612). No franchise value 
has been allowed in any case and thus far none of the com- 
mission’s determinations as to value have been appealed 
to the courts. 


§ 668. Pennsylvania Supreme Court in Water Plant Purchase 
Case, 1909—Value of right to charge reasonable rates. 

Re Monongahela Water Company, 223 Pa. St. 323, 72 
Atl. 625, decided January 4, 1909, Supreme Court of 
Pennsylvania, is an appeal by the City of Pittsburg from 
a report of appraisers appointed on its petition to con- 
demn the property of the Monongahela Water Company. 
The report of the appraisers was affirmed by the Court of 
Common Pleas and also by the Supreme Court of Penn- 
sylvania on the opinion of the court below. The opinion 
filed by the trial court contained the following (page 626): 


590 VALUATION [$ 669 


The measure of damages in the taking of the property of 
bridge, turnpike, and similar corporations for public use is well 
settled in this state in numerous cases, ofe which Montgomery 
County v. Bridge Co., 110 Pa. 54, 20 Atl. 407, is perhaps the 
one most cited. The rule is also declared in Clarion Turnpike 
& Bridge Co. v. Clarion County, 172 Pa. 248, 33 Atl. 580; Mifflin 
Bridge Co. v. Juniata County, 144 Pa. 365, 22 Atl. 896, 13 L. 
R. A. 431, and West Chester, etc., Plank Road Co. v. County 
of Chester, 182 Pa. 40, 37 Atl. 905. Such companies are en- 
titled to compensation, not only for the physical property taken, 
but for their franchises. It is not necessary to more than refer to 
the rule, for the question before us is whether in the order ap- 
pointing appraisers, the franchises should be included as part 
of the property to be appraised, in the view of the terms of 
the charter and of the contract between the city and the 
company. 


The report of the appraisers did not mention the franchise 
but fixed the value of ‘‘the physical property as a going 
concern.”’ The appraisers say that they considered ‘‘ with 
the physical property the intangible elements so far as 
they add value to the plant, rightfully for use as water 
works in the hands of the water company, with the com- 
pany’s right to charge reasonable tolls.’ This method of 
valuation is approved by the court. 


§ 669. Summary. 

The above cases though few in number clearly establish 
the legal principle that a franchise is property for which 
the company is entitled to just compensation in case the 
entire property is taken by condemnation for public use.‘ 
It seems however, that the value of this principle to the 
company may be greatly reduced by the application of 
the Massachusetts plan of permitting the municipalities 
to compete with the existing plants unless the existing 


* In addition to the franchise condemnation cases quoted in this chapter, 
see also Galena Water Company v. City of Galena, 1906, quoted in §-532. 
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company agrees to sell on terms that exclude the consider- 
ation of the value of the franchise. In Wisconsin many 
companies have voluntarily given up their term franchises 
for indeterminate permits, which while possessing the 
advantage of securing them against competition, cannot 
be capitalized in case of municipal purchase. Unless 
therefore the franchise is absolutely exclusive it would 
seem that the positive value inherent in the franchise 
which the people have granted is at least no greater than 
the negative value of the power of competition still re- 
tained by them. 

Through a better understanding of the economics of 
the public utility problem, competition is recognized as 
destructive, wasteful and in most cases unjust; and 
through a better understanding of public service relation- 
ships the capitalization of rights granted by the public 
except as a means of giving just compensation for actual 
service rendered is recognized as contrary to equity. The 
growing conception of this latter principle is shown by 
the fact that in much of the more recent discussion of 
franchise values it is asserted that such values should be 
based on earnings under reasonable rates. This is recog- 
nized In re Monongahela Water Company (see § 668) 
and is clearly developed in the rules laid down by Judge 
Savage in the Maine Water Plant Condemnation Cases 
(see § 666). 
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CHAPTER XXVII 
Franchise Value in Rate Cases 


San Francisco Water Rate Case, 1903—No distinction between 
condemnation and rate regulation. 

Columbus, Ohio, Electricity Rate Case, 1906—Franchise has value 
but no specific value assigned. 
Consolidated Gas Case—Opinion of State Commission—Franchise 

value excluded. 

Consolidated Gas Case—Preliminary injunction. 

Consolidated Gas Case—Report of special master. 

Consolidated Gas Case—Permanent injunction granted. 

Consolidated Gas Case—Appeal to Supreme Court of the United 
States. 

Consolidated Gas Case—Summary. 

Lincoln, Neb., Gas Rate Case, 1909—Franchise value excluded. 

Wisconsin Railroad Commission—Question discussed—Franchise 
value should be excluded. 

San Francisco Water Rate Case, 1908—District Judge Farrington— 
Preliminary injunction. 

San Francisco Water Rate Case—Permanent injunction granted— 
No separate franchise value found. ' 

Appraisal of Chicago gas plant, 1911—Franchise value excluded. 

Louisville, Ky., Telephone Rate Case, 1911—Franchise value ex- 
cluded. 

Missouri Supreme Court in Telephone Rate Case, 1911—Franchise 
value excluded. 

Stanislaus County, Cal., Water Rate Case, 1911—Franchise should 
be included, but omitted in present case on account of lack of 
evidence. 

Savannah Street Railway Fare Case, 1912—Franchise value ex- 
cluded by Georgia Railroad Commission. 

Valuation of a lucrative contract excluded—New York Public Serv- 
ice Commission, First District, 1911. 

Alabama Railroad Rate Cases, 1911, 1912—Franchise value in- 
cluded based on tax value. 

Summary. 


§ 680. San Francisco Water Rate Case, 1903—No distinction 


between condemnation and rate regulation. 


In Spring Valley Waterworks v. San Francisco, 124 
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Fed. 574, decided June 29, 1903, an injunction was granted 
against the enforcement of water rates fixed by the board 
of supervisors of San Francisco. No specific franchise 
value was determined but Circuit Judge Morrow quotes 
at length from Monongahela Navigation Co. v. United 
States (see § 662) and says (at page 594): 


It is true this was a condemnation proceeding, and the 
question was to determine what was just compensation for 
the appropriation of corporate property to a public use, while 
the case before this court relates to the fixing of water rates 
which shall be a just compensation for the appropriation of 
complainant’s property to a public use. It is not perceived 
that there is any difference in the principles applicable to the 
two cases, and this appears to have been the view of the Supreme 
Court in San Diego Water Co. v. San Diego (118 Cal. 567, 
50 Pac. 6338). 


§ 681. Columbus, Ohio, Electricity Rate Case, 1906—Fran- 
chise has value but no specific value assigned. 
Columbus Railway and Light Company v. City of 
Columbus is an Electricity Rate Case. The special master 
held that the value of the franchise of the company should 
be included. No definite value is, however, attributed to 
the franchise. Special Master Linn says: ! 


Complainant also, as successor to the rights of its lessor 
and predecessors, has certain rights arising under and by virtue 
of the ordinances of the city of Columbus, above referred to, 
granting it the privilege to erect in the streets and alleys of 
the city, poles and pole lines for the purpose of carrying its 
current, and to lay in the streets and alleys conduits for like 


1 Columbus Railway and Light Company v. City of Columbus, no. 1206, 
in equity, Circuit Court of the United States, S. D. Ohio, E. D., Report of 
Special Master T. P. Linn, June 8, 1906. This is an application for an in- 
junction against the enforcement of a city ordinance reducing electricity 
rates. The special master reported in favor of a permanent injunction 
and his report was approved by the court without opinion. 
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purposes. No specific valuation can, of course, be placed 
upon these privileges, which may be called franchise privileges, 
but that they have a certain legitimate value belonging to 
complainant, is unquestionably true. The valuation fixed 
upon these rights by the parties prior to the lease to complain- 
ant was $17,500. Whether that be the correct valuation or not, 
some value should be assigned to them in fixing the fair value of 
complainant’s property. 


§ 682. Consolidated Gas Case—Opinion of state commis- 
sion—Franchise value excluded. 

February 23, 1906, the New York State Gas and Elec- 
tricity Commission issued an order reducing the price of 
gas charged by the Consolidated Gas Company from $1.00 
to 80 cents. Shortly afterward the state legislature passed 
an act to the same effect. In the valuation upon which 
the state commission based its order, there was no allow- 
ance for franchise value. The Commission says: ” 


It was strenuously urged before the commission on behalf of 
the company that the commission should allow the capitaliza- 
tion of the company’s franchise as it was assessed by the State 
Board of Tax Commissioners at $7,781,000. And upon this 
the company paid .a yearly tax, which entitled the company as 
a matter of law to such capitalization. On the evidence be- 
fore the commission it is questionable whether the Consolidated 
Gas Company has franchises of any considerable value. The 
commission believes that these franchises, granted by the 


people without compensation, should not be capitalized against 


the public, thereby compelling the public to pay a profit upon 
the value of the favor granted by it. The seeming injustice 
of requiring a corporation to pay taxes upon a franchise and 
at the same time refusing to allow the capitalization of that 
franchise is sophistical, not real. The franchise tax is paid by 
the corporation but charged against the public as an expense 


2 See second annual report of the New York Commission of Gas and 
Electricity, 1907, p. 88. 
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of operation, and in reality is therefore paid by the consumer, 
not by the company. 


§ 683. Consolidated Gas Case—Preliminary injunction. 

United States Circuit Judge Lacombe in granting an 
application for a continuance of the preliminary injunc- 
tion against the enforcement of the above rate, takes issue 
with the state commission in regard to franchise value. 
He says: 3 


In estimating the value of the property of complainant em- 
barked in the business, the commission reached the conclusion 
that the franchises under which it has laid mains and is delivering 
gas, and which are a part of its property, should be considered 
as of no value whatever, although the state, through the action 
of its taxing officers, has declared that they are worth several 
millions of dollars. It is suggested that some of these franchises 
have expired or lapsed in some way. That proposition need not 
be considered, because it is not asserted that all of them have 
lapsed. The complainant has taken over the franchises of many 
different corporations, granted at different times. So long as a 
substantial part of these still remain, the argument is not af- 
fected, except as to details of result. The reason assigned by 
the commission for not including the value of the franchises is 
that ‘‘they were granted by the people without compensation.” 
That is so. These franchises were granted very many years 
ago, at a time when there seems to have been no intelligent ap- 
preciation of the fact that they might become enormously valua- 
ble, when reckless improvidence was the rule, and all sorts of 
franchises were given away, without any provision for securing 
to the state its fair share of unearned increment thereon. Never- 
theless, when the state offers a franchise to whoever will take 
it without requiring any money return thereon, and for the 
sole consideration that the taker shall promptly, continuously, 
and fully develop it by the expenditure of his own money, and 
such offer is accepted, and the terms of the agreement carried 
out by the taker, there results a contract, which, with due con- 


3 Consolidated Gas Co. v. Mayer, 146 Fed. 150, 157, June 8, 1906. 
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sideration of all proper conditions and limitations inherent in 
the nature of the particular contract, is as much within the 
protection of the Constitution as are all other contracts. If 
the state 25 or 50 years thereafter should say to the taker: 
‘‘We were very improvident in not providing that you should 
pay us something each year for this franchise; therefore, here- 
after you shall pay us 8 per cent. annually on $10,000,000 or 
$20,000,000, or we will evict you from the franchise,” it might 
find itself embarrassed by the provisions of the Constitution 
in thus undertaking to avoid the results of its own improvi- 
dence. A franchise, whatever its value may be, which has not 
expired, nor lapsed, nor been in some way forfeited, is property 
in the hands of its holder. There is force in the argument that 
when the state says: “‘We will value this property at several 
millions of dollars when we tax you on it, but at nothing at 
all when we fix the rate you may charge for your product in 
order to receive an 8 per cent. return on your property,” it is 
seeking to accomplish by indirect methods what it might not 
be able to accomplish directly. 


§ 684. Consolidated Gas Case—Report of special master. 

Special Master Arthur H. Masten, to whom this case 
was referred, accepted the above ruling of Judge Lacombe 
as to the inclusion of franchise value and devoted his 
attention to the method of appraising such value. He 
says (at pages 186, 200, 204, 210): 4 


As already stated, the Act of 1884, under which Complainant 
was organized, authorized the constituent Companies to fix 
in their agreement of consolidation the amount ‘‘of the capital 
of the new Company and the number of shares of stock into ~ 
which the same is to be divided,’”’ and it provided that the 
amount of capital so fixed in the agreement ‘‘shall not be larger 
in amount than the fair aggregate value of the property, fran- 


4 Consolidated Gas Company v. Mayer, Report of Arthur H. Masten, 
Master in Chancery, U. 8. Circuit Court, Southern District of N. Y., 
May 18, 1907. (Printed in U. S. Supreme Court Record in Willcox v. Con- 
solidated Gas Company, vol. 1, pp. 186-205.) 
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chises and rights of the several Companies thus to be consoli- 
dated.” 

The value assigned to ‘‘franchises and rights’ at the time 
of the consolidation was $7,781,000, and they are still carried 
for this amount on the books of the Company. .. . 

It, therefore, remains only to determine the value to be 
ascribed to such franchises. ‘The record contains but little 
direct evidence on the subject. There is no proof showing 
their original cost to the constituent companies. Their cost 
to Complainant at the time of the consolidation in 1884 does 
not clearly appear, for the reason that the item “franchises 
and rights,’ for which stock was issued to the amount of 
$7,781,000, embraced other items as well as the particular 
franchises now in question. Complainant’s President testified 
in the Special Franchise Tax Case, below referred to, as follows: 

“The $7,781,000 was considered to represent at that time 
(1884) the franchise and business and contracts and patents 
and good will—everything in fact except the tangible prop- 
erty; the word ‘franchise’ was used (but not in the inventories) 
as a general word to cover the whole for which the $7,781,000 
of new stock was issued and not as representing any particu- 
lar franchise as that word is being used to-day. . . . There was 
no appraisement of franchises. ... The appraisement was 
made only of the tangible property ” : 

Adopting this method in the present case, and taking the 
value of the tangible assets at $63,357,000, being the sum of 
the various items hereinbefore allowed, and allowing 5 per 
cent. upon the value thereof as a fair return, the amount rep- 
resenting the earning capacity of the tangible assets alone 
would be $3,167,850. Complainant’s net earnings for the year 
1905 were, in round figures, $4,588,000. Deducting from this 
the $3,167,850, there remains the sum of $1,420,150 as repre- 
senting that part of the net income attributable to the intangible 
assets. This sum capitalized at 7 per cent. would give a little 
more than $20,000 000, as the value of the intangible assets. 
The percentage rates Of return on tangible assets and for capi- 
talization are those adopted by the referee in the case in question. 

This method of arriving at the value of a special franchise, 
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though perhaps the best one available, is hardly accurate, for 
it results in ascribing to the special franchise alone a value 
which is in fact composed of a number of other elements. Not 
only is a public service corporation thus assessed on the value 
of its franchise to occupy the streets but also on all other in- 
tangible rights of every description, including its franchise to 
be a corporation and its good-will as a going concern. Such 
assets as these they have in common with all other corporations 
whether or not engaged in the public service, although it was 
evidently not within the purview of the Statute to reach any- 
thing except the value of the franchise derived from the public. 
That there is a wide distinction between the two is apparent. 
The right of a public corporation to occupy the street has a 
substantial value, whether for purposes of sale, condemnation — 
or taxation, upon the very organization of the company, and 
it is a matter of common knowledge that special franchises of 
this sort are often hawked about among capitalists and disposed 
of for substantial sums before any business whatever is trans- 
acted under them. But the intangible asset known as good- 
will is a matter of growth and necessarily involves the con- 
tinued development of the company and the perfecting of its 
organization. ... : 

As I do not find it practicable to differentiate in figures the 
value of Complainant’s franchises and good-will, I have con- 
cluded to consider all of the intangible assets together as a single 
item, the reasonable value of which I think may be fairly fixed 
at the sum of $20,000,000, or substantially the amount that 
would be reached by following the method adopted by the ref- 
eree in the Queens County and Suburban Railroad case, be- 
fore referred to. | 


§ 685. Consolidated Gas Case —Permanent injunction granted. 

Judge Hough in his decision of December 20, 1907, 
granted a permanent injunction against the enforcement 
of the proposed rate. He discusses the question of fran- 
chise value at considerable length. He says: ® 


5 Consolidated Gas Company v. City of New York, 157 Fed. 849, 872, 
December 20, 1907. 
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Franchise. Under this branch of the discussion the most 1m- 
portant and novel question is whether a public service corpora- 
tion is entitled to add the value of its franchise to the assets 
from which a fair return may be lawfully demanded. 

In this case complainant’s proposition may, I think, be ac- 
curately stated thus: The right to place gas mains in the streets 
of New York and maintain them for private profit is in and of 
itself something upon or from which an income return may be 
justly and lawfully demanded, a return different and separable 
from that derived from all the company’s tangible property or 
any part thereof. It is not asserted that any right such as above 
described was ever bought by complainant from either state 
or city, or that for such right any valuable consideration was 
ever paid in the usual legal sense of those words. Indeed, the 
asserted rights all date from that time in American economics 
when those promoting public works were regarded as public 
benefactors, and the right to serve the public was something 
thought to be sufficiently paid for by the act of service. In these 
later days, however, complainant, finding itself treated rather as 
a malefactor than a benefactor, brings this action to ascertain, 
inter alia, whether the latest statutory rate leaves it a fair return 
not only upon its tangible property, but upon the right to use 
that property in the gas business, which right is commonly called 
a franchise. As an original proposition I believe this claim un- 
sound. Return can be expected only from investment, and he 
that invests must part with something in the act of investing. 
He that hath not sown shall not reap, and can it be said that 
complainant here, or any other corporation similarly situated, 
has invested its franchise in its business? It did not invest in 
its franchise because it did not pay for it; it did not invest its 
franchise because it did not part with it in the same way that it 
parted with money or money’s worth in acquiring or creating 
mains or plants. The investment of property was made not 
in the franchise, but under the franchise, and on the faith 
thereof. The franchise is but a part of the power or privilege 
of sovereignty, allotted to a private person for the benefit of all 
and only incidentally given for private emolument. _ 

“If all franchises so allotted are private property for the pur- 
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poses of rate regulation, as fully as land or money is private 
property, the nature of the doctrine is best seen by considering 
the case of a franchise just granted under which no capital has 
yet been invested, or one the use of which demands or permits 
no investment other than personal service or labor. Thus, if a 
private citizen be now granted the franchise here claimed by 
complainant, 7. e., the right to establish and maintain gas mains 
in the streets of this city, what is the nature of the property 
‘right in such citizen before a main is laid or a foot of gas manu- 
factured? What is its worth apart from performance under it 
and how can it be valued at its birth? Yet unless it can be 
seen to possess inherent value entirely apart from the earning 
capacity of the subsequent investment or from the actual earn- 
ings resulting from such investment, the value asserted or 
claimed is but a duplication of that derived from the use of 
the tangible property when so invested. 

Again, let it be supposed that a citizen be granted a franchise 
to perform personal service only. The franchise of being a 
town crier or herald is a historical illustration. Such franchise 
is not different in kind from that here under consideration. 
Is there any value attached to that franchise beyond the right 
of working under its protection for a fair wage? And would the 
herald be justified in charging two prices for his proclamation; 
one for his service, and the other as return or income on his © 
franchise? 

The concepts of the nature and value of franchises are seen 
dimly and confusedly because of the failure to distinguish be- 
tween productive and nonproductive property. Land, money, 
chattels, may by industry and intelligence be made productive 
without a franchise; but no excellence in these desirable qualities 
can ultimately render a franchise productive without the use 
of money, chattels, and land in conjunction therewith, and 
when the juncture is made the earning capacity of the real and 
personal property, plus the franchise, and plus intelligence and 
industry, is really no greater than it would be without the fran- 
chise, for the franchise has added no producing power to the realty 
or personalty; it has but authorized their employment in a par- 
ticular way, and protected the owners while so employing them. 
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I can imagine no more than three ways in which the value 
of a franchise can be stated. It is valuable: (1) Because it au- 
thorizes the gainful use of private property in a particular man- 
ner; (2) because once obtained it is often difficult or impossible 
to get another like it; and (3) because it may be used to injure 
or hinder another enterprise, although itself conferring or se- 
curing nothing of value. The third method of statement has 
been accurately, though colloquially, described as ‘‘nuisance 
value,”’ and is so obviously illegitimate as to require no discus- 
sion. The second method of statement, when carefully consid- 
ered, asserts that because the sovereign has deemed it advisable 
to intrust a public work to one citizen or body of citizens such 
quasi monopolistic grant confers the right to charge for the 
service more than would be just or lawful were the occupation 
open to all. Nor does it change the truth of the last statement 
that the difficulty of procuring franchises produces, and long 
has produced, a traffic in them. On every private sale of fran- 
chise property the price paid is so much money lost to the public 
by official incompetence or worse, and such sale can confer on 
the vendee no right to compel the consumer to repay him a 
price which should have been paid to the state. For these rea- 
sons I believe that on principle a franchise should be held to 
have no value except that arising from its use as a shield to 
protect those investing their property upon the faith thereof, 
- and that, considered alone and apart from the property which 
it renders fruitful, it possesses no more economic value for the 
investor than does an actual shield possess fighting value, apart 
from the soldier who bears it. 

The very able counsel who have argued this cause unite in 
declaring that the exact question here presented makes this 
litigation a ‘‘pioneer case,’’ and those for defendant have, for 
reasons as different as counsel were numerous, demanded that 
the matter be disposed of as one of first impression. It often 
occurs, however, that, upon the presentation of a question ab- 
solutely novel in its exact form, the decision of the trial court 
is guided, in the absence of directly controlling authority, by 
the trend of decisions, and methods of reasoning pursued in 
well-considered cases dealing with kindred topics, and even by 
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the dicta of courts of approved authority, where such dicta 
indicate, as they often do, a train of thought necessarily sug- 
gested by the exact matter in hand. It is this course I must 
pursue in respect of the broad question of valuing franchises for 
purposes of rate regulation. How novel it is, exactly as pre- 
sented, is shown by the silence of most of the text-books con- 
cerning regulatory rates, and the summary and insufficient 
treatment accorded the question in the valuable treatise of 
Messrs. Beale and Wyman (§ 362). 

It is familiar doctrine that private citizens may acquire vested 
property rights through a series of even erroneous decisions; 
rights so firmly vested that it becomes unconstitutional for the 
court which persisted in error suddenly to rectify its mistakes 
to the detriment of those who had securely rested upon the 
decisions sought to be invalidated. A trial court is in some- 
what such a case when confronted with a proposition concern- 
ing which as res novo it entertains no doubt, but finds it 
impossible to enforce the opinion entertained, without doing vio- 
lence to theories of law and habits of legal thought fairly dis- 
coverable in preceding decisions of superior jurisdictions. In 
this case I am compelled to the conclusion that it is necessary 
to allow the discoverable value of complainant’s franchises as 
part of that capital upon which a fair return must be allowed, 
because to refuse would disregard views expressed by higher 
courts regarding the general nature of franchises and regula- 
tion proceedings. Instead of attempting to minimize and dis- 
tinguish the decisions to which I have been referred and many 
others, it is my duty to follow the method of reasoning there 
clearly indicated, leaving it to the higher tribunals to make 
distinctions which, if drawn by the lower court, would in my 
opinion savor of presumption. 

It is not to be denied that such a franchise as that to place 
and maintain gas mains in city streets is, though secondary 
in its nature and inferior to the primary franchise of corporate 
existence conferred by the supreme authority, property ‘‘tax- 
able, inheritable, alienable, subject to levy and sale under exe- 
cution, to condemnation under the exercise of the right of 
eminent domain and invested . . . with the attributes of prop- — 
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erty generally.”’ People v. O’Brien, 111 N. Y. (at page 41), 18 N. 
BE. 692, 2 L. R. A. 255, 7 Am. St. Rep. 684. And the same doc- 
trine in language almost as forcible is laid down in Monongahela 
Navigation Co. v. United States, 148 U.S. 312, 13 Sup. Ct. 622, 
37 L. ed. 463, which case particularly and especially applied it 
to an instance of condemnation for a public use of the highest 
order. | 

If franchises are to be reckoned with and paid for in con- 
demnation proceedings, must they also be reckoned with and 
allowed for in cases of rate regulation? The rights of con- 
demnation and regulation are both confessedly exercises of 
police power. If regulation is to be regarded as pro tanto con- 
demnation, then the same train of reasoning which requires 
compensation for franchises when all the property protected 
by the franchise is taken away requires that some compensa- 
tion shall be left when the earning power only is reduced. This 
is the crucial point of inquiry, and the highest tribunal has not 
yet encountered the necessity of answering. 

Yet it was said in Smyth v. Ames, 169 U.S. 544, 18 Sup. Ct. 
433 (42 L. ed. 819), that the ‘‘apparent value of the property 
and franchises used by the corporation” was, inter alia, to be 
considered when determining the rates that might reasonably be 
charged; and in the same case it was asserted as a general propo- 
. sition that a “corporation may not be required to use its prop- 
erty for the benefit of the public without receiving just com- 
pensation for the services rendered.”’ Page 546 of 169 U.S., page 
433 of 18 Sup. Ct. (42 L. ed. 819). And there can be no doubt 
that in the schedule of “‘its property’ the corporation may justly 
include its franchise. And in the same spirit are the remarks in 
Reagan v. Farmers’ Loan & Trust Co., 154 U.S., at page 410, 
14 Sup. Ct., at page 1058 (28 L. ed. 1014), although the word 
‘franchise’ is not there used. In that case the proceedings 
of the Texas Railway Commission were under review, and how 
careful those commissioners were in valuing tangible property 
to the exclusion of franchises may be seen by the remarks of 
the Interstate Commerce Commission. 11 Interst.Com. R. 264, 
San Diego Water Co. v. San Diego, 118 Cal., at page 567, 50 
Pac., at page 633 (88 L. R. A. 460, 62 Am. St. Rep. 261), 
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was purely a case of rate regulation; and it is there declared 
that: | 

“The question of what is just compensation in such a case is, 
we think, in all respects analogous to the question which arises 
In every case of appropriation under the power of eminent 
domain, and it may be reduced to the formula that the public 
must pay the actual value of that which it appropriates to the 
public use.” 

And in the same spirit are the remarks of Morrow, J., in 
Spring Valley Water Works v. San Francisco (C. C.) 124 Fed., 
at page 594, which was also a case wholly of rate regulation. 
And this identity of spirit in the two proceedings has been ex-: 
plicitly recognized by this court upon an application for pre- 
liminary injunction in this case, reported in 146 Fed. 150. I 
think these cases reveal a line of reasoning which may be 
summed up thus: It is admitted that, if property protected by a 
franchise is condemned and wholly taken away from its owner, 
the franchise must be paid for. If its earning power be reduced 
by regulation, the value of the property is pro tanto reduced, 
and, since the franchise is property, the value of the franchise is 
also reduced. Therefore in some way the value of the franchise 
at the time of the proposed reduction must be ascertained, in 
order to discover how much it contributed to the earnings be- 
fore reduction, and how much it suffers in common with other . 
property by reason of the reduction. Indeed, it has been as- 
serted that when the condemnation is absolute the owners may 
take the value assessed, reinvest it, and take their chances of 
gain elsewhere; while, if the condemnation be but partial and 
through rate regulation, such owners have no option but to 
continue to own the property and receive the reduced rates— 
with the result that, should no allowance be made for the fran- 
chise, owners are in a worse position when regulated than when 
their property is condemned outright. Ames v. Union Pacific 
Ry. Co. (C. C.) 64 Fed., at page 178. It is obviously true that 
if franchises have inherent value, and yet may be disregarded 
in regulating rates, it would be an easy matter to regulate profits 
as near the vanishing point as might be necessary, and then 
condemn property whose franchises had been so practically 
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destroyed by regulation, at a price far below its worth, were 
condemnation instituted without antecedent regulation; and 
this thought is prominent in 146 Fed. at pages 157, 158. 

I conclude therefore that I am compelled to consider fran- 
chises not only as property, but as productive and inherently 
valuable property, and to add their value if ascertainable to 
complainant’s capital account, before declaring the rate of return 
permitted complainant by the statutes complained of... . 

These considerations, applied to the testimony herein, enable 
me to find that this complainant did at the beginning of its 
career measure the value of its franchises. It does not appear 
how it was done, nor why the figures selected were chosen; but 
it is true as matter of fact that, when complainant was organized 
in 1884 under a statute which in terms permitted it to acquire 
the property and franchises of the older gas companies con-: 
solidating to form it, it then issued stock of the par value of 
$7,781,000 representing the franchises it then acquired and 
nothing else; and this stock is still outstanding, and has since 
1884 been in the hands of purchasers, who I am compelled to 
think have a right to rely upon legal protection for legally issued 
stock. 

There is no direct evidence that complainant’s franchises in 
1884 were worth $7,781,000, or are worth that much to-day. 
I do not see how such evidence can exist; but because com- 
plainant made an arbitrary valuation so long ago, issued stock 
on the faith thereof, did that lawfully, and has maintained 
dividends upon that stock ever since, I find it preswmptio juris 
that complainant’s franchises in 1884 were worth $7,781,000, 
and to that extent it is certainly entitled to protection against 
confiscatory regulation. No capital stock has since been issued 
upon the faith of franchises only. If, however, complainant’s 
franchises were worth $7,781,000 in 1884, and its tangible 
property at the same time was appraised (as appears in evi- 
dence) at $30,000,000 (in round figures), then since complain- 
ant’s business (in sales volume) has in 23 years almost quad- 
rupled, and its tangible assets grown to $47,000,000, it appears 
to me that a fair method of fixing value of the franchises in 1905 
is to assume the same growth in value for the franchise as is 
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demonstrated by the evidence in the case of tangible property. 
If, therefore, the franchise valuation of 1884 was proportioned — 
to personalty and realty of $30,000,000, a franchise valuation 
similarly proportioned to $47,000,000 in 1905 would be over 
$12,000,000. This I think a logical result from the assumption 
I am compelled to start with, 2. e., that franchises have a sep- 
arable and independent value. But there is, however, no 
method of valuing franchises except by a consideration of earn- 
ings. Earnings must be proportioned to assets, and both kinds 
of assets, tangible and intangible, must stand upon the same 
plane of valuation. Having therefore a measure of growth of 
tangible assets from 1884 to 1905, the franchise assets must be 
assumed to have grown in the same proportion. I find that 
the value of complainant’s franchises at the date of inquiry was — 
not less than $12,000,000. 


§ 686. Consolidated Gas Case—Appeal to Supreme Court of 
the United States. 

The case was appealed to the Supreme Court of the 
United States. The opinion of Justice Peckham barely 
touches the main controversy in regard to franchise value. 
He is able to avoid the issue by basing his decision on 
certain facts which in his opinion serve to differentiate 
this case. He says: ® 


It cannot be disputed that franchises of this nature are prop- 
erty and cannot be taken or used by others without compen- 
sation. Monongahela Co. v. United States, 148 U. 8. 312; 
People v. O’Brien, 111 N. Y. 1, and cases cited. The im- 
portant question is always one of value. Taking their value 
in this case as arrived at by agreement of their owners, at the 
time of the consolidation, that value has been increased by the 
finding of the court below to the sum of $12,000,000 at the time 
of the commencement of this suit. . . . 

We are not prepared to hold with the court below as to the 


6 Willcox v. Consolidated Gas Co., 212 U.S. 19, 44, 48, 29 Sup. Ct. 192, 
53 L. ed. 382, January 4, 1909. 
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increased value which it attributes to the franchises. It is not 
only too much a matter of pure speculation, but we think it is 
also opposed to the principle upon which such valuation should 
be made. This corporation is one of that class which is sub- 
ject to regulation by the legislature in the matter of rates, pro- 
vided they are not made so low as to be confiscatory. The 
franchises granted the various companies and held by com- 
plainant consisted in the right to open the streets of the city 
and lay down mains and use them to supply gas, subject to the 
legislative right to so regulate the price for the gas as to per- 
mit not more than a fair return (regard being had to the risk 
of the business) upon the reasonable value of the property at 
the time it is being used for the public. 

The evidence shows that from their creation, down to the 
consolidation in 1884, these companies had been free from leg- 
islative regulation upon the amount of the rates to be charged 
for gas. They had been most prosperous and had divided very 
large earnings in the shape of dividends to their stockholders, 
dividends which are characterized by the Senate committee, 
appointed in 1885 to investigate the facts surrounding the con- 
solidation, as enormous. The report of that committee shows 
that several of the companies had averaged, from their creation, 
dividends over sixteen per cent., and the six companies in the 
year 1884 paid a dividend upon capital which had been in- 
creased by earnings, as in the case of the Manhattan and the 
New York, of eighteen per cent. and, had it been upon the 
money actually paid in, it would have been nearly twenty-five 
per cent. 

The committee also said in the same report that these “‘fran- 
chises were in force November 10, 1884, the time of the con- 
solidation, and the money invested in them was earning the 
same enormous dividends. So far as the evidence shows, there 
was nothing in the condition of affairs on the 10th of November 
to indicate that these franchises would not be as valuable for the 
next twenty years as they had been in the past. There were 
gas companies enough in the city with a capacity capable of 
supplying the demands for the next twenty years. A law was 
on our statute books that virtually prohibited the laying of 
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any more gas pipes in the streets. The gas companies had an 
agreement among themselves, fixing the price of gas at a figure 
that paid these dividends. The people were paying this price, 
as they had in the past, without objection or protest. This 
price may have been too high, and the dividends were excessive, 
but they were not illegal, and the valuation of the franchises 
computed upon these dividends, and that state of facts cannot 
be called a violation of a law that expressly authorized it to be 
done, unless such valuation was too high.’ 

The committee, upon these facts, were of opinion that the 
valuation of $7,781,000 for the franchises was not more than 
their fair aggregate value. 

Assuming, as the committee did, that the company would 
be permitted to charge the same prices in the future which in 
the past had resulted in these ‘‘enormous” or ‘“‘excessive”’ divi- 
dends, it need not be matter of surprise that a franchise by 
means of which such dividends had been possible was not re- 
garded as overvalued at the sum stated in 1884. | 

We think that under the above facts the courts ought to 
accept the valuation of the franchises fixed and agreed upon 
under the act of 1884 as conclusive at that time. The valuation 
was provided for in the act, which was followed by the com- 
panies, and the agreement regarding it has been always recog- 
nized as valid, and the stock has been largely dealt in for more 
than twenty years past on the basis of the validity of the val- 
uation and of the stock issued by the company. 

But although the State ought, for these reasons, to be bound 
to recognize the value agreed upon in 1884 as part of the prop- 
erty upon which a reasonable return can be demanded, we do 
not think an increase in that valuation ought to be allowed 
upon the theory suggested by the court below. Because the 
amount of gas supplied has increased to the extent stated, and 
the other and tangible property of the corporations has in- 
creased so largely in value, is not, as it seems to us, any reason 
for attributing a like proportional increase in the value of the 
franchises. Real estate may have increased in value very 
largely, as also the personal property, without any necessary 
increase in the value of the franchises. Its past value was 
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founded upon the opportunity of obtaining these enormous 
and excessive returns upon the property of the company, 
without legislative interference with the price for the supply 
of gas, but that immunity for the future was, of course, un- 
certain, and the moment it ceased and the legislature reduced 
the earnings to a reasonable sum the great value of the fran- 
chises would be at once and unfavorably affected, but how 
much so it is not possible for us now to see. The value would 
most certainly not increase. The question of the regulation of 
rates did from time to time thereafter arise in the legislature, and 
finally culminated in these acts which were in existence when 
the court below found this increased value of the franchises. 
We cannot, in any view of the case, concur in that finding. .. . 
What has been said herein regarding the value of the fran- 
chises in this case has been necessarily founded upon its own 
peculiar facts, and the decision thereon can form no precedent 
in regard to the valuation of franchises generally, where the 
facts are not similar to those in the case before us. We simply 
accept the sum named as the value under the circumstances 
stated. 


§ 687. Consolidated Gas Case—Summary. 

Judge Hough found no economic reason for the inclu- 
sion of franchise value but on the other hand certain con- 
siderations of equity opposed to such inclusion. He did 
not discover any controlling legal decision or principle 
settling the matter.. He found, however, that in one or 
two rate cases a certain theoretic adherence had been 
given to the doctrine that franchise value should be in- 
cluded in a valuation for rate purposes. He also found 
that in certain condemnation cases the franchise had been 
recognized as a part of the property for which compensa- 
tion should be paid. He was unable to see any reason 
why if the franchise is included in a valuation for con- 
demnation it should not be included in a valuation for 
rate purposes. 

Justice Peckham succeeds in evading the real issue by 

39 
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basing his opinion on certain facts which he deemed 
peculiar to the case and as giving the company a vested 
right to a certain franchise value. In 1884 the Legislature 
had passed a general law providing for the consolidation 
of manufacturing corporations and providing that the 
capitalization of the new company “‘shall not be larger in 
amount than the fair aggregate value of the property, 
franchises and rights”? of the companies consolidated. 
This general act was passed at the suggestion of the gas 
companies of New York City and was immediately used 
by them to effect a consolidation. The new company, 
subject to no supervision whatever, fixed its capitaliza- 
tion and, in order to justify the same under the terms of 
the above act, attributed $7,781,000 (which was the 
amount by which its capitalization exceeded the value of 
its tangible property) to ‘‘franchises and rights.” The 
following year, January 29, 1885, the Senate appointed 
a committee to investigate the relations of the gas com- 
panies of New York City to the public. This committee 
submitted its report March 30, 1885.7. The report is a 
strong arraignment of the capitalization of the consoli- 
dated company and recommends the creation of a board 
to supervise the gas companies of New York City and 
an immediate reduction of the price of gas to $1.50 and 
such subsequent reductions as would serve to keep down 
profits to 10% on the money actually invested in the 
enterprise. The amount of such actual money invest- 
ment was to be determined by the board. The Legislature 
of 1885 took no action on these recommendations, but 
the Senate, May 15, 1885, appointed another special 
committee to investigate the capitalization of the con- 
solidated company. This second committee submitted 


7 Report of special committee of the Senate of the State of New York 
appointed to inquire into the relation of the lighting companies in the City 
of New York to the public, March 30, 1885. 
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its report February 26, 1886.8 The minority report signed 
by the chairman of the committee, John I. Gilbert, 
strongly condemned the capitalization given the franchise 
on consolidation. He stated that existing earnings being 
based on excessive and unreasonable rates ‘‘formed no 
proper element in valuing the respective properties of the 
constituent companies.”’ The majority report signed by 
the two other members of the committee maintained that 
in view of the fact that the statute authorizing consolida- 
tion expressly permitted the capitalization of property 
and franchises, there could be no question that the value 
_at which the franchise was included, $7,781,000, was not 
in violation of law. The majority report joined in the 
recommendation of the chairman that a gas commission 
be created with power to fix rates, based on a 10% return 
on “‘capital actually invested.’ A bill to carry out this 
recommendation passed the Legislature but was vetoed 
by Governor Hill. The bill would have required the 
commission to certify ‘‘the capital actually paid in by 
stockholders and bondholders which shall have been 
actually expended and employed as capital in the said 
business,” and to establish rates based on such certified 
capitalization. The passage of this bill would seem to 
indicate that the Legislature did not consider that the 
Act of 1884 or the report of the second Senate committee 
of 1885 gave the company any vested right to base rates 
on the franchise value included in its capitalization. This 
is even more conclusively shown by the enactment at the 
same session of a law reducing the price of gas in New 
York City from $1.75 per M. to $1.25 per M. The Con- 
solidated Company had voluntarily reduced the price 
from $2.25 to $1.75. This total reduction of 44% would 
seem to have wiped out temporarily at least all of the 


8 Report in respect to lighting companies by a select committee of the 
Senate of the State of New York, 1886. 
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excess earnings on which the claim to a franchise value 
was based. Yet the company did not contest this reduc- 
tion as an infringement of its vested rights under the act 
of consolidation.® 


§ 688. Lincoln, Neb., Gas Rate Case, 1909—Franchise value 
excluded. 

Lincoln Gas and Electric Light Company »v. City of 
Lincoln, 182 Fed. 926, decided April 6, 1909, is an action 
to enjoin the enforcement of an ordinance reducing the 
price of gas from $1.20 to $1.00 per thousand cubic feet. 


The application was denied. District Judge W. H.- 


Munger in explaining the exclusion of franchise value 
says (at page 928): 


I do not allow anything as the value of complainant’s fran- 
chise. It does not appear from the allegations of the bill or 
proofs that anything was paid to the city for the franchise; the 
city simply granted to complainant, without compensation, 
the right to use the public streets and alleys for the purpose 
of constructing and operating its plant. This was a mere right 
and privilege to complainant and did not involve the expen- 
diture of money. While it is true a franchise is a property right, 
which will protect complainant in its use of the streets and alleys 
for the purposes expressed, yet it involves no investment of 
money, complainant’s investment being in its tangible property 
under authority of the franchise, and the public ought not to 
be taxed for a privilege which it has voluntarily granted. I 
do not think there is anything in the case of Willcox v. Con- 
solidated Gas Co., 212 U. S. 19, 29 Sup. Ct. 192, 53 L. ed. 382, 
which conflicts with this view. 


The company took an appeal to the Supreme Court of 
the United States. That court in a decision dated Febru- 


® This feature of the Consolidated Gas decision is discussed in an article 


on The Consolidated Gas Decision, by Jesse F. Orton, published in The ~ 


Independent, October 12, 1911, pp. 798-803. 
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ary 19, 1912, reversed the decree of the lower court and 
remanded the case with instructions to refer it to a skilled 
master to report findings on all disputed matters and es- 
pecially on the question of the proper allowance for annual 
depreciation. The company contended that $1,000,000 
should have been included in fair value for “‘ promotion of 
business, going value and franchise” but Justice Lurton 
in delivering the opinion of the Supreme Court does not 
discuss this claim in any way (Lincoln Gas and Electric 
Light Co. v. City of Lincoln, 223 U. S. 349, February 19, 
1912). 


§ 689. Wisconsin Railroad Commission—Question discussed 
_—Franchise value should be excluded. 

In Hill v. Antigo Water Company, 3 W. R. C. R. 623, 
723-730, decided August 3, 1909, the Wisconsin Railroad 
Commission discusses franchise value at considerable 
length. The Commission concludes that no franchise 
value should be included in a valuation for rate purposes 
other than such amounts as the company has actually 
paid to the municipality for the franchise. The same 
subject is also discussed by the Commission in City of 
Appleton v. Appleton Water Works Company, 5 W. R. C. 
R. 215, 281, 288, 284, decided May 14, 1910. The Com- 
mission says: | 


The contention often made that the value of franchises 
should be included as an element for consideration in determin- 
ing the present fair value of the active property of a public 
service corporation for rate-making purposes, though supported 
by judicial sanction in certain jurisdictions, does not appeal to us 
as either sound or practical. The only measure of franchise values 
recognized by the courts is the earning capacity of the property 
to which the franchises give vitality. Earnings are dependent 
upon the rates that are exacted, and, hence, the higher the 
rates the more valuable are the franchises, and vice versa. 
Obviously, therefore, it would be futile to attempt to determine 
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the reasonableness of a rate by any standard which is at all 
dependent upon franchise values for its dimensions. Such a 
method of establishing rates would only lead to conjecture and 
result in no reliable or satisfactory conclusion. It would be 
much like attempting to find one of the unknown quantities, 
x or y, from the single equation x+ y = 10.. To inject such a fac- 
tor into the problem only tends to confuse the mind in reaching 
a solution which is sufficiently intricate and perplexing with 
only elements involved in the problem which of themselves are 
capable of estimation to a reasonable degree of certainty... . 

However, it does not follow that because such special fran- 
chises are subject to revocation or modification by the legisla- 
ture and are therefore mere obligations whose complete per- 
formance on the part of the state rests upon the good faith of 
the electorate, they are without value. As long as private” 
ownership and operation of public utilities remain a state policy, 
rights must be granted to private persons, natural or corporate, 
to exercise the public functions of such concerns. These rights 
are valuable and constitute private property within the judicial 
interpretation of the constitutional provision inhibiting the 
taking of private property for public purposes without just 
compensation being made to the owner thereof. . . . 

Special franchises of public service corporations, on the one 
hand, are covenants on the part of the public that the grantee 
may occupy certain public grounds and thoroughfares for the 
purposes of the public service undertaken, and that such serv- 
ice may be rendered upon certain conditions within a specified 
territory; and, on the other hand, are generally covenants on 
the part of the grantee to perform the specific service under- 
taken in a proper manner and to charge therefor no more than a 
reasonable compensation. 

The concession, that a franchise has value and is the sub- 
ject of property rights, does not at all militate against the prin- 
ciple that a franchise is not capable of capitalization for the 
purpose of exacting of the public charges in excess of what 
would be required to pay a reasonable return upon the actual 
reasonable investment. To permit the grantee to capitalize 
the franchise as against the grantor, would be similar in effect 
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to adding to the consideration of a contract for service an ad- 
ditional sum based upon the value of the contract to the party 
rendering the service. A well secured bond bearing a high rate 
of interest may have a market value in excess of its face value, 
but no one would contend that the holder could justly insist 
that the obligor was morally bound to pay the stipulated 
interest upon the face of the bond plus whatever excess value 
over the same the bond might have in the market. Yet the 
same principle, we apprehend, is involved in the proposition that 
the grantee of a public utility franchise may capitalize the same 
as against the grantor, the public, and demand that the latter 
pay an increased price for the services rendered under the fran- 
chise because of the value which the public gives to the fran- 
chise through its patronage. 

The view here taken has become a state policy; for the statute 
- now expressly prohibits the capitalization of any special fran- 
chise granted by a municipality at any greater sum than the 
sum paid therefor into the public treasury. 


§ 690. San Francisco Water Rate Case, 1908—District Judge 
Farrington —Preliminary injunction. 

The case of Spring Valley Water Company v. San 
Francisco, 165 Fed. 667, decided October 7, 1908, is an 
application for a preliminary injunction against the water 
rates fixed by the board of supervisors of San Francisco. 
No franchise value was fixed but District Judge Farring- 
ton takes the ground that if any such value does in fact 
exist it should be included in the valuation. District 
Judge Farrington says (at pages 693, 695): 


The fact that a franchise has been acquired from the munic- 
ipality by gift or without adequate compensation may evi- 
dence lack of foresight, or something worse, on the part of 
the municipal government, but it can have no effect on the 
present problem. The franchise, however acquired, must be 
considered in determining reasonable rates for the use of prop- 
erty devoted to public service, otherwise it would be possible 
to practically destroy or confiscate its value. When prop- 
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erty used under a franchise is condemned, the whole property 
is taken. The franchise is paid for as well as the physical prop- 
erty. The idea that a valuable franchise could be taken in 
condemnation proceedings, without compensation, would not 
be tolerated for an instant; and to permit such a franchise to 
be taken without consideration, indirectly, by means of rate reg- 
ulation, is equally obnoxious to the Federal Constitution. ... 
. If the company could be assured of a certain income for a 
definite number of years, stability would be given to the in- 
vestment, and probably the franchise and going business would 
become exceedingly valuable; but this is impossible under a 
law which requires annual adjustment of water rates. The value 
of the franchise and going business depends upon their earning 
power. Their earning power depends on the rates, and the 
rates at the present time are regulated by the board of super- 
visors. If the board establishes rates higher than an adequate 
return for the physical plant requires, either by increasing the 
rate of income or by adding to the value of the plant itself, 
an earning power, and consequently a value, is thus given to the 
franchise and going business, in addition to and above the 
earning power and the value of the physical plant. If, when 
the franchise was acquired, or at any subsequent time, the city 
entered into a contract with the company providing for definite 
rates of income, and this agreement is now binding, and gives a 
present value to the franchise; or if, for a number of years, the 
aggregate market value of the stock and bonds of the company 
has exceeded the actual value of the physical plant; or if, as in 
Consolidated Gas Co. v. New York (C.C.) 157 Fed. 849, 878, the 
franchise. was capitalized for some fixed sum, say $100,000, the 
actual cash invested was $100,000, and $200,000 worth of stock 
was issued, which has maintained itself at par and paid satis- 
factory dividends on the whole amount of stock for a number of 
years——it would be very easy to determine whether the franchise 
has value, and what that value is. But here it does not appear 
that the franchise is defined by any specific contract with the 
city; neither is it an exclusive franchise; and it is not shown 
that the market value of the stock and bonds ever exceeded the 
value of the physical property. 
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§ 691. San Francisco Water Rate Case—Permanent injunc- 
tion granted —No separate franchise value found. 

The above case again came before District Judge Far- 
rington on the question of a permanent injunction against 
the proposed rates. He again considers the question of 
franchise value at considerable length and comes to the 
conclusion that a property that has not been earning a 
fair return even on its physical property cannot be said to 
have a franchise value that would serve to bring the value 
of the whole to exceed the reproduction-cost-less-depre- 
ciation of the physical property. In such case the fran- 
chise value is to- be regarded merely as a characteristic of 
the physical property and not as giving it a value in excess 
of cost-of-reproduction-less-depreciation. Judge Farring- 
ton says: 

The right to collect rates for the use of water supplied to any 
city and county, or the inhabitants thereof, is declared by the 
Constitution of California to be a franchise, and by the same 
instrument a franchise is declared to be property. 

In the 1908 case it was held that complainant’s franchise 
should be included among the properties on which complainant 
is entitled to a return, at whatever reasonable value it is shown 
to have. Obviously complainant’s plant is much more valua- 
ble with than without a right to collect water rates, yet, if it is 
to be regarded as more than a characteristic of the property, it 
should somewhere and somehow manifest a distinct produc- 
tive efficiency, by earning profits above and in addition to 
what is but a fair return for the use of the physical properties 
composing the plant. This, however, has not been shown. 
According to Mr. Schuyler and Mr. Adams, prior to 1880 the 
income of complainant and its predecessors fell by more than 
$5,000,000 short of an adequate income on the moneys actually 
invested. Since that date, according to Mr. Adams, the inter- 
est on the company’s indebtedness, added to the dividends 
paid stockholders, amounted to no more than enough to yield an 


10 Spring Valley Waterworks v. San Francisco, 192 Fed. 137, 168, 169, 
170, decided October 21, 1911. 
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average of 4 per cent. on the cost of the plant, with no allow- 
ance for depreciation. It thus appears that there never has 
been, above a scant return on the investment, any income which 
could be attributed to the earning power of the franchise. 

Complainant insists, however, that it is entitled to a valua- 
tion on franchise value, because in 1863 the Spring Valley 
Waterworks acquired from George H. Ensign and others a 
franchise to furnish San Francisco with water. The considera- 
tion, $182,000, was paid in stock of the company at par. Two 
years later the Spring Valley Water Company took over all the 
property of the San Francisco City Waterworks, including 
its franchise and going business. The consideration was 
$3,200,000, also paid for in stock of the purchasing company 
at its face value. In the latter deal, according to complainant’s 
calculation, $2,410,000 represents the price paid for franchise 
and business. This sum of money was thus capitalized, and 
stock issued therefor. It is said that both lots of stock thus 
taken were held as property. Dividends were paid on it for 
many years. It has been purchased by successors of the original 
stockholders in reliance upon that franchise and business as a 
part of the property. Complainant now says that under the 
ruling in Willcox v. Consolidated Gas Co., 212 U.S. 19, 42, 48, 
29 Sup. Ct. 192, 53 L. Ed. 382, there should be added to the 
valuation of its physical properties $2,592,000, in order to arrive 
at the actual value upon which it is entitled to a return. .. . 

The case before us presents few features which are similar 
to those in the Gas Case. According to complainant, there is no 
history of enormous dividends. There is a story of inadequate 
returns from the very beginning. . . . | 

It is impossible for the court at this time to find an indepen- 
dent valuation for these franchises, one of which was based upon 
an unconstitutional statute, and both of which expired years 
ago. There is no testimony in the case on which any indepen- 
dent franchise valuation can be based. 


§ 692. Appraisal of Chicago gas plant, 1911—Franchise value 
excluded. | 
William J. Hagenah in his valuation of the Peoples 
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Gas Light and Coke Company of Chicago for rate pur- 
poses, April 17, 1911, does not include an allowance for 
the value of the franchise although the company has a per- 
petual franchise. Mr. Hagenah says: 1 


The Peoples Gas Light & Coke Company is operating under 
a perpetual franchise of its own and has secured by purchase 
the franchises of a number of other gas companies which have 
been merged into the present corporation. These franchises, 
it is claimed, possess a large commercial value, and to exclude 
them from the investment would be equivalent to taking private 
property for public purposes without due compensation. . . . 

To grant a value for the franchise as against the public, 
when no payment was made therefor to the public would be to 
increase the value of the investment of the company and hence 
increase the cost of gas... . 

Further, the regulation of rates may be an exercise of the police 
power, but it is not equivalent to condemnation, even though the 
market value of the property may be affected at the time. If the 
rate reduction is based upon correct grounds it will be because 
the schedule has been unreasonably high, and since the franchise 
was granted to serve the public only at reasonable rates, the 
reduction of the value due to the existence of excessive rates 
is but the removal of a value which existed subject only to the 
public will and sufferance. Rate reduction, therefore, when 
correctly made eliminates, as against the public, the value 
which existed only by public consent and not as a matter of 
right; condemnation is the actual taking of private property 
for a public purpose which in its private sphere was based upon 
the general principles of ownership of property. In the light 
of these general considerations no allowance is made in this 
investigation for franchise value. It is not intended to claim 
that such franchise has no value. On the contrary, it is be- 
lieved that the perpetual right to manufacture, distribute and 
sell gas in the city of Chicago is very valuable from a commer- 


11 Investigation of the Peoples Gas Light & Coke Company for the 
Chicago council committee on gas, oil and electric light, by William J. 
Hagenah, April 17, 1911, pp. 43, 44, 45. 


620 VALUATION [ § 693 


cial standpoint, but it is claimed that as such right was a grant 
from the people to the company without payment therefor, or 
any other restriction on the freedom of its most liberal exercise, 
the company has made no investment as against the public upon 
which the latter should be held to pay a return. 


§ 693. Louisville, Ky., Telephone Rate Case, 1911—Franchise 
value excluded. } 

Cumberland Telephone and Telegraph Company v. 
City of Louisville, 187 Fed. 637, decided April 25, 1911, 
is a suit to enjoin the enforcement of a rate ordinance. 
No allowance for franchise value was made under the 
facts as presented in this case. District Judge Evans says 
(at page 647): 


The “franchise” and “rights of way,” in cases like this, would 
seem to be absolutely necessary for the company, and being so, 
they are valuable, and under some circumstances should be — 
included in any estimate of the real value of property used for 
the public. But while a franchise is a possession of great value 
to a telephone company in any city, it must be remembered 
that the franchise in this case was given freely and without 
price to one of the constituent companies of which complainant 
was made up. The gift was made before the adoption of the 
present Constitution of the state. As it was a free bestowment 
by the people, and could not figure as an item of expense in the 
original cost of the plant, and as no direct proof was tendered 
as to its present value (the only proof being that it was put into 
the consolidated company at, say, $100,000, and then afterward 
carried by the company on its books as an asset), we are dis- 
posed to ignore it as one of the values upon which a fair return 
may be earned by rates charged to the people who gave it. 
If it had been paid for originally, or even if any testimony had 
specifically shown its present value, we might have reached a — 
different conclusion, but under the circumstances we are not 
disposed to guess about it. 

We suppose the franchise includes the right of way over the 
streets and alleys of the city, but there are other rights of way 
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that must come from the owners of private property. Instances 
of this may occur where lots are crossed by the company’s lines, 
or where wires are strung over housetops. As to the value of 
these rights of way considered separately from the other prop- 
erty of the company there was no direct testimony, and we shall . 
treat their value as a negligible quantity or one which has al- 
ready gone into the estimate of the value of the plant. 


§ 694. Missouri Supreme Court in Telephone Rate Case, 
1911—Franchise value excluded. 

Home Telephone Company v. City of Carthage, 235 
Mo. 644, 139 8. W. 547, decided July 1, 1911, involves 
the validity of telephone rates fixed by city ordinance. 
The court sustained the validity of the rates. Fair value 
was based on cost of reproduction less an allowance for 
existing depreciation. The court disallowed a consider- 
able item which it states may represent ‘‘the good will 
or franchise value of the business when the plant was 
purchased” or property that has disappeared through 
depreciation. In delivering the opinion of the court 
Judge Kennish says (at page 551): 


The large item of value in the report of this expert, ‘‘ Original 
cost of plant less deductions, $23,038.75,” was arrived at as 
follows: The amount paid for the plant when purchased by the 
complainant in 1902 was said to be about $37,000, although no 
witness testified of his own knowledge as to the price actually 
paid. In the inventory as valued by this expert, it was estimated 
that property of the invoice or catalogue price of $13,961.25 
was included which was a part of the plant at the time of its 
purchase by complainant. In estimating the total cost of the 
plant to the complainant at the time of the trial all of the 
property on hand was valued as new, and therefore this item 
of $13,961.25, in order to avoid duplication, was deducted from 
the $37,000, and the remainder, $23,038.75, was added as a 
part of the cost of the property upon which complainant was 
entitled to a return. 

There is no testimony tending to prove that there was any 
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tangible property whatever, at the time of the valuation, rep- 
resented by this item of $23,038.75. Whether it represented 
what had been paid for the good will or franchise value of the 
business when the plant was purchased, or whether the prop- 
- erty originally purchased had depreciated or gone into disuse 
to that extent, does not appear, but in either case we are not 
aware of any principle of law which would justify including it 
as a part of the property which, at the time of the adoption of 
ordinance 926, was ‘‘being used for the public.” 


§ 695. Stanislaus County, Cal., Water Rate Case, 1911— 
Franchise should be included, but omitted in present case 
on account of lack of evidence. 

San Joaquin and Kings River Canal & Irrigation Com- 
pany v. Stanislaus County, 191 Fed. 875, decided Septem- 
ber 18, 1911, is an action to enjoin the enforcement of 
water rates to be charged by an irrigation company.!” 
No franchise value is included for the purposes of this 
case but Circuit Judge Morrow intimates that it is a 
proper element of value and would have been included 
had there been evidence before the court upon which to 
base the value. He says (at page 897): 


The complainant contends, further, that it is entitled to a 
valuation upon its “franchise” and upon the value of its plant 
as a ‘‘ going concern,”’ but the valuation claimed is based upon 
the value of its supposed water right, which, as has already 
been determined, is not a property right belonging to the com- 
plainant, and cannot, therefore, be so considered in any estimate 
of complainant’s property either as a “franchise” or as the 
business of a ‘‘ going concern.” 

I think that under the law of this state and the authority 


12 A temporary injunction had been granted (San Joaquin and Kings 
River Canal & Irrigation Company »v. Stanislaus County, 163 Fed. 567). 
Subsequently the case was referred to a special master and the master re- 
ported in favor of the legality of the proposed rates and this finding is in 
the present case approved by the Circuit Court. 
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of Willcox v. Consolidated Gas Co., 212 U. S. 19, 29 Sup. Ct. 
192, 53 L. ed. 382, the complainant is entitled to have its fran- 
chise valued by the boards of supervisors of the counties of 
Stanislaus, Merced, and Fresno as part of complainant’s prop- 
erty, used and useful in the appropriation and distribution 
of water to the inhabitants of those counties. But there is no 
evidence before the court upon which such a valuation can 
be made in this case, nor is there evidence upon which the 
court can value complainant’s property as a ‘‘going concern.” 
It follows that as complainant’s net income is in excess of 6 per 
cent. (the minimum fixed by the statute) on the estimated value 
of complainant’s property, used and useful in the business in 
which it is employed, the complainant has no cause of action, 
and the bill must be dismissed. 


§ 696. Savannah Street Railway Fare Case, 1912—Franchise 
value excluded by Georgia Railroad Commission. 

In Savannah & Suburban Street Railway Improvement 
Association v. Savannah Electric Company, decided Jan- 
uary 5, 1912, the Georgia Railroad Commission denies 
an application for a reduction in fares. In regard to the 

inclusion of franchise values, the Commission says: 


The commission is of the opinion that respondent, in this 
case, is not entitled to earn upon the value of its franchise grants, 
as property investments. They are taxed as property, it is 
true, and properly so, but it is also true that taxes are allowed 
as a fixed charge and, in the fares collected of the public, the 
public is forced to repay the company every dollar of expense 
incurred in the form of taxation, in the use of that property 
which the public donated the company for use in its behalf. 


§ 697. Valuation of a lucrative contract excluded—New York 
Public Service Commission, First District, 1911. 

A claim to value closely allied to franchise value was 

discussed and excluded in Mayhew v. Kings County 

- Lighting Company, 2 P. 8. C. Ist. D. (N. Y.) —, decided 
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October 20, 1911. Commissioner Maltbie in delivering 
the opinion of the Commission says: 


By contract between the Board of Improvement of the Town 
of New Utrecht and the Kings County Gas and Illuminating 
Company, predecessor of the present company, dated De- 
cember 26, 1889, the company was to receive $28 for each street 
lamp lighted with gas for a period of ten years. This contract 
was extended by another dated March 19, 1891, for a further 
period of fifteen years. It is stated that this contract has yet 
five years to run, expiring in September, 1916, and that there 
are now 4,705 of such municipal lamps. The company claims 
this is an exceedingly profitable contract and produced figures 
to show its capitalized value. 

The contention of the company as represented by the testi- 
mony of this witness in substance is that the profits from this 
contract for its remaining life shall be capitalized, that the 
amount thus reached shall be added to the fair value of its 
property and that the rates shall be such as will provide a fair 
return thereon. In other words, the city or the taxpayers must 
pay an exorbitant price for street lighting, and yet the general 
consumers must pay enough to yield an ample return (10 per 
cent. is urged) upon the capitalized value of such abnormal 
profits, capitalized upon a basis of 44% or 5 per cent. The 
absurdity of such a contention is apparent. Paraphrased, it is 
that the more the city pays the more the consumer must pay. 
If there is any relationship between these two factors, it is that 
the more the city pays, the less the consumer should pay, and 
this has been recognized in many franchises for water and light- 
ing plants. Indeed, the original contract and its history indi- 
cate that street lighting and the price obtained therefor have 
always been very important factors, and at the beginning were 
the chief concern of the company. Apparently, the original 
plant was built principally with a view to this business, and 
the contract was a very important inducement to the company 
to begin operation. It is obviously unfair that this very con- 
tract should be used to make the public pay a higher rate than 
they otherwise would. 


:. 
J 
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The argument of the company proves too much, for, if it 
is correct, it could be argued that every contract should be 
similarly treated. The public lighting contract resembles other 
contracts between company and consumers. All are prop- 
erty, and presumably all are profitable. Those that are could be 
capitalized if this one may, and the more profitable they are, 
the higher must the rates to others be placed. Conversely, if 
any one should not be profitable, the capitalized loss should be 
subtracted from the fair value of the other ‘‘ property,” and the 
rates lowered accordingly. 

It should be noted, further, that the company does not claim 
that the contract itself represents any investment or that any 
deposit, fee or payment was required by the authorities. 

The Commission can find no reason in law or equity which 
would justify the capitalization of the street lighting contract 
and the inclusion of such capitalization in the “‘fair value” upon 
which the company is entitled to earn a fair return from the sale 
of gas to general consumers. It is unnecessary, therefore, to 
consider the methods of determining its value. If the profits 
from street lighting are to be segregated and the rate for general 
consumption established irrespective of them, the proper method 
to be followed will be outlined further on in this opinion. 


§ 698. Alabama Railroad Rate Cases, 1911, 1912—Franchise 
value included based on tax value. 

Special masters William A. Gunter and William 8. 
Thorington, in their reports in the Alabama Railroad 
Rate Cases, hold that the value of the franchise should 
be included in the valuation of a railroad for rate pur- 
poses. In Alabama a state law passed in 1907 provides 
for the taxation of the ‘‘franchises or intangible prop- 
erty and assets” of transportation corporations. Under 
this law the state tax commission assessed railroad fran- 
chises at substantial amounts. The special masters ac- 
cordingly took the amounts of such assessments, increased 
by the percentage necessary to bring them up to full value, 
and added them to the value of the physical property 

40 
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in order to determine fair value for rate purposes. Special 
Master William A. Gunter discusses this subject at con- 
siderable length in his report in the South and North 
Alabama Railroad Company Case, pages 41-46.'° 


§ 699. Summary. 

Among the numerous rate cases there are only a few 
that give support to the doctrine that the franchise should 
be capitalized and included in the value upon which rates 
are based. Aside from Willcox v. Consolidated Gas Com- 
pany (see §§ 683-687) and the Alabama Railroad Rate 
Cases {see § 698) no case has been found in which there 
was a specific addition to value on account of the fran- 
chise. In the San Francisco Water Rate Cases of 1903, 
1908 and 1911 (see §§ 680, 690, 691) and the Stanislaus 
County, Cal., Water Rate Case of 1911 (see § 695), the 
element of franchise value received theoretic recognition 
but no franchise value was actually discovered and in- 
cluded in the valuations. In Columbus Railway and 
Light Company v. City of Columbus the special master 
doubtless included in the valuation some allowance for 
the franchise, but the amount of such allowance is not dis- 
closed (see § 681). Practice in rate cases is practically 
unanimous against the inclusion of franchise value. For 
the most part the subject is ignored in the opinions sub- 
mitted. Franchise value is discussed and disallowed 


18 South and North Alabama Railroad Company v. Railroad Commis- 
sion of Alabama, United States Circuit Court, Middle District of Alabama, 
Report of William A. Gunter, Special Master in Chancery, 1911. 

Louisville and Nashville Railroad Company v. Railroad Commission of 
Alabama, same Court and Special Master as above, 1911. 

Central of Georgia Railway Company »v. Railroad Commission of Ala- 
bama, United States District Court, Middle District of Alabama, Northern 
Division, Report of William S. Thorington, Special Master, January 8, 
1912. 

Western of Alabama Railway Company v. Railroad Commission of 
Alabama, same Court and Special Master as above, April 3, 1912. 
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in Lincoln Gas and Electric Light Company v. City of 
Lincoln (see § 688); in Cumberland Telephone and Tele- 
graph Company v. City of Louisville (see § 693); in Home 
Telephone Company v. City of Carthage (see § 694) and 
in various decisions by the Wisconsin Railroad Commis- 
sion (see § 689) and the Georgia Railroad Commission 
(see § 696). 

In Cedar Rapids Gaslight Company v. City of Cedar 
Rapids, 223 U. 8. 655, 669, decided March 11, 1912, the 
Supreme Court of the United States seems to have defi- 
nitely decided against the inclusion of franchise value 
in fair value for rate purposes. This case came up on 
appeal from a decision of the Supreme Court of Iowa.™ 
The state court had upheld the validity of the rate ordi- 
nance in question. In fixing fair value the state court 
allowed nothing for going value or for franchise value. 
On appeal to the Supreme Court the company urged 
strongly that a substantial amount should have been 
included for going concern and franchise value. Justice 
Holmes in delivering the opinion of the court dismisses 
this contention with the words quoted in § 569, above. It 
seems to be decided that in a rate case the franchise 
can not be considered as a separate and distinct element 
of value but merely as a characteristic of the structure. 
The right to use the structure in its present location per- 
mits its valuation as a structure in use and not at mere 
scrap or salvage value. If therefore structural value is 
determined by cost or reproduction-cost-less-depreciation 
all the consideration due the franchise has in fact been 
included. 

Though no franchise value is included it is customary 
to include as part of the cost of property all necessary 
and, proper expenditures in securing the franchise and 


14Cedar Rapids Gaslight Company »v. City of Cedar Rapids, 144 Iowa, 
426, 120 N. W. 966, May 4, 1909.: 
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all direct lump payments to a state or municipality 
as compensation therefor. The New York Public Serv- 
ice Commission Act provides that the Commission shall 
have no power to authorize the capitalization of a fran- 
chise ‘‘in excess of the amount (exclusive of any tax 
or annual charge) actually paid to the state or to a polit- 
ical subdivision thereof as the consideration for the grant 
of such franchise or right.’’ Expenditures in the negotia- 
tion of the franchise and in the securing of property 
owners’ consents are properly included as an element 
of overhead expense in an estimate of cost of reproduction. 


CHAPTER XXVIII 
Appraisal of Franchise Value 


§ 710. Cleveland street railway settlement. 
711. Michigan railroad appraisal for tax purposes, 1900, 1901. 
712. Proposed modification of above rule. 
713. New York special franchise tax—Net earnings rule. 
714. New York special franchise tax—Net earnings rule criticised. 
715. Chicago Street Railway Tax Case—Net earnings rule applied. 


§ 710. Cleveland street railway settlement. 

In 1908 an agreement in settlement of the street railway 
franchise controversies was reached between the City of 
Cleveland as represented by Mayor Tom L. Johnson and 
the Cleveland Street Railway Company. The purpose 
of the agreement was to secure the lease of the property 
of the company to a new company under the control of 
Mayor Johnson. A valuation of the tangible and in- 
tangible street railway properties was agreed upon and 
the new company leased all such property at an agreed 
interest on this valuation. At the time the agreement 
was made the company’s various franchises were soon 
to expire but the dates of such expiration varied. In 
order to determine the present value of the unexpired 
franchises the surplus net earnings were estimated for 
each year of the unexpired term and capitalized at their 
present worth. Edward W. Bemis explains the method 
used in valuing unexpired franchises as follows: ! 


This was done by a method that can be described by the 
following illustrations: One franchise on one route, known as 
the Euclid line, expires July 13, 1913, or 5.5315 years distant 


1 Street railway settlement in Cleveland, by Edward W. Bemis, Quar- 
terly Journal of Economics, vol. 22, pp. 543, 555, August, 1908. 
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from January 1, 1908. This number of years multiplied into 
the present yearly earnings of the line, $521,984, gives total 
earnings during the future life of the grant, without allowance 
for growth, of $2,887,355. Again, the Woodland and Lorain 
Street franchises expired February 10, 1908, or 0.1123 years 
after January 1, 1908. This multiplied into the yearly earnings 
of the line, $828,844, gives $93,079. The total earnings of the 
two lines for the period of the grant, $2,980,435, divided by the 
sum of the yearly earnings, $1,350,828, gives 2.2 years as the 
average life based on earnings for those two lines. In this way 
the average life of all the lines and franchises was found to be 
3.1929 years from January 1, 1908, making the average date of 
expiration March 11, 1911. Since several lines reach the heart 
of the city over the same tracks for the last mile or so, this 
method of finding the average life gives a far greater weight to 
the tracks in the heart of the city than elsewhere, and gives to 
each mile of track an importance proportionate to its traffic. 
The net income of the past year, less 6 per cent. assumed inter- 
est on the physical value, was considered the franchise vaiue. 
The net income was increased 6 per cent. for the following year. 
The physical value was increased 3 per cent. to take care of the 
increase of traffic, and the franchise value was the net income, 
less 6 per cent. on the new physical value and so on until March 
11, 1911. The franchise value of each year was then reduced 
to present worth on the basis of 6 per cent. discount. This 
method closely resembled that used by the writer in valuing 
the Detroit railway franchises for the city and company in 
1899. The result was a franchise value of $4,441,564. Mr. Goff 
claimed that interest and discount should be figured at 5 per 
cent. instead of 6 per cent. and that the discount should be 
reckoned from the middle of each year, and the earnings com- 
puted to the end of the year. This would have added $544,276. 
The representative of the company also claimed a longer life 
on a few franchises and a little higher value on a few outside 
grants in later years of their franchise life. These claims would 
have added $1,800,188. 


The settlement above arranged was soon broken 
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through the failure of the new company to meet the 
financial requirements of the lease and in 1909 a new 
agreement was entered into between the city and the 
Cleveland Street Railway Company which provided for 
operation by that company under a sliding scale of fares 
and provided also for purchase by the city at any time on 
terms fixed in the franchise. To establish the valuation 
for municipal purchase and to fix the basis for the sliding 
scale of fares a revaluation of the property and franchises 
was required. The parties agreed to abide by the de- 
cision of Judge R. W. Tayler of the United States Circuit 
Court acting as arbiter. Judge Tayler appraised the 
present value of the unexpired franchises of the company 
at $3,615,843.2. The franchise value was fixed by finding 
the present worths of the estimated earnings under the 
franchises in excess of 534% on the physical value of the 
property. In his decision Judge Tayler states that in 
appraising the franchises, he made allowance both for 
future growth and for competition. 


§ 711. Michigan railroad appraisal for tax purposes, 1900, 
1901. 

In the Michigan railroad appraisal of 1900-1901, made 
for purposes of taxation, the physical property was ap- 
praised by Prof. M. E. Cooley, and the nonphysical 
property by Prof. Henry C. Adams. In his official report 
Prof. Adams describes his method of valuation as follows :* 


The rule submitted for the appraisal of the immaterial values 
of railway properties, or what I prefer to term the capitaliza- 
tion of corporate organization and business opportunity, is 
simple, as follows: 


2 In the matter of the arbitration of the valuation of the property of the 
Cleveland Railway Company, decision and memorandum of Robert W. 
Tayler, U. S. District Judge, December 16, 17, 1909 (not published). 

3 See U. 8S. Census bulletin 21, Commercial valuation of railway operat- 
ing property in the United States, 1904, p..79. 
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1. Begin with gross earnings from operation, deduct there- ~ 
from the aggregate of operating expenses, and the remainder 
may be termed the ‘‘income from operation.” To this should 
be added “‘income from corporate investments,” giving a sum 
which may be termed ‘‘total income,” and which represents 
the amount at the disposal of the corporation for the support 
of its capital and for the determination of its annual surplus. 

2. Deduct from the above amount, that is to say, total in- 
come, as an annuity properly chargeable to capital, a certain 
per cent. of the appraised value of the physical properties. 

3. From this amount should be deducted taxes, rents paid 
for the lease of property operated, provided such property is not 
covered by the physical valuation made the basis of the annuity 
referred to under paragraph 2, and permanent improvements 
charged directly to income. The remainder would represent 
the surplus which, capitalized at a certain rate of interest, gives 
the value of immaterial properties. 


The percentage on the appraised value of the physical 
properties used under paragraph 2 above, was fixed by 
Prof. Adams at 4% which was the estimated fair return 
upon an assured nontaxable investment. The rate of 
interest for the capitalization of the surplus under para- 
graph 4, was fixed by Prof. Adams at 7% of which 1% was 
an allowance for taxes on such franchise value. Prof. 
Adams states that the reason for allowing 4% on the 
physical value, and 6% net on the franchise value is that, 
‘‘the return upon the appraised value of physical elements 
is not exposed to the same degree of risk to which the re- 
turn upon the intangible or franchise valuation is ex- 
posed... . These intangible values are exposed to the 
risk of being reduced by the legislative reduction of rail- 
way charges, a risk to which the tangible values of a rail- 
way as measured by the cost of reproduction, are not 
exposed, and to which, under the constitutional safeguards 
thrown around private property, they cannot. be exposed.” 

In order that Professor Adams’s method may be more 
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clearly understood, his estimate of the nonphysical property 
of the Chicago and Northwestern Railway is given below: * 


AVERAGE FOR TEN YEARS 


$1,971,951 
1,244,748 


Gross earnings from operation................ 
Operating expenses exclusive of taxes.......... 


Net income from operation... ............ 
Net income from investment............. 


Total Available Corporate Income......... 

Rents of Michigan Property not included in 
ooltey: ADDraisal sis 4 ISG PA aah 0 
Interest on Interest-bearing Current Liabilities. . 0 

Permanent Improvements in Michigan Charged 


RAC OMI lnc an Sa aay ae Braye Sreso'e 0 58 $12,000 


Total deductions from Corporate Income... 
Surplus from Operation. ................. 


Mean Value of Physical Elements (Computed 
from Cooley Appraisal). ...........eeseee-- $12,239,214 


Corporate Surplus from Operation......... 
Tax of 1% allowed on Mean Value of Physical 
Pee Uae ens orem EN tee bot ks 
Annuity of 4% allowed on Mean Value of Physical 
PU IOINER CG Le eRe hook NRC ow al Sas 


$122,392 


489,569 


Sum of Tax and Annuity........ccecese0 


Net: Corporate Surplus. cio. eas beso dee oes 
Capitalization of Net Corporate Surplus at 7%, 
giving Value of Nonphysical Elements...... 
Cooley Appraisal of Physical Elements......... 


$2,144,314 
13,106,048 


Present Value of Property. ............... 


§ 712. Proposed modification of above rule. 


$727,203 
46,860 


$774,063 


12,000 


$762,063 


$762,063 


611,961 


$150,102 


$15,250,362 


Henry Earle Riggs in his paper on Valuation gives a 


4 See Second Report Michigan Board of State Tax Commissioners, 1902, 


p. 56. 
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rule for the determination of nonphysical values based 
on that of Professor Adams, but with some modifications. 
Mr. Riggs says: °® 


On this basis, then, a rule would be formulated, being that 
of Professor Adams, with some modifications: 

1. Deduct from gross earnings from operation the aggregate 
of operating expenses, including in operating expenses an an- 
nual sinking fund to amortize the depreciation and obsolescence, 
and the remainder may be termed ‘‘income from operation.” 

2. To this income from operation add income from invest- 
ment, giving “total income,” which represents the amount 
at the disposal of the corporation for the support of its capital 
and for the determination of its annual surplus. 

3. From “‘total income,’’ deduct taxes, rents paid for lease 
of operated property (provided such property is not included 
in the appraisal), and improvements chargeable to income. 
The remainder represents the income after all charges against 
operation of property, and maintenance of the integrity of the 
capital investment have been cared for. 

4. From this remainder (8) deduct such a percentage of the 
value of the physical property (representing invested capital) 
as would equal the income of that capital if invested in govern- . 
ment or other nontaxable bonds. The remainder would rep- 
resent surplus, which, capitalized at a proper rate, would equal 
the value of intangible or nonphysical properties, which is to 
be added to the appraised value of the “‘ physical property.” 

5. If, instead of a surplus, a deficit occurs, a careful study of 
all the conditions surrounding the operations of the property 
should be made, and, if there be no reasonable expectation 
of increase of earnings, or other modifying conditions, a proper 
figure, based on the average deficit, should be determined, and, 
as a negative intangible value, deducted from the value of the 
physical property. 

6. In the determination of rates, to be used in computing 
income and for capitalizing surplus or deficit, the greatest of 


’ Proceedings American Society of Civil Engineers, November, 1910, 
p. 1533. 
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care must be exercised to adopt such figures as will be proper 
and absolutely just. 


§ 713. New York special franchise tax—Net earnings rule. 
The case of People ex rel. Jamaica Water Supply Com- 
pany v. Tax Commissioners, 196 N. Y. 39, 89 N. E. 581, 
decided October 19, 1909, New York Court of Appeals, 
involves the valuation of a special franchise under the 
peculiar terms of the New York statute providing for the 
taxation of the so-called ‘‘special franchises” of public 
service corporations. Technically the ‘‘special franchise”’ 
under the New York statute includes the tangible prop- 
erty in streets and public places and also the franchise to 
use such streets and places, but in this discussion the term 
includes only the latter, 7. e., the right to use streets and 
public places. In order to determine the value of this 
right the so-called net earnings rule is used for the pur- 
poses of this case although the court states that it is not a 
rule applicable to all cases. The court says (at page 55): 


While, as we have already pointed out, the legislature has 
not prescribed any exclusive or hard and fast rule for assessing 
the value of special franchises, we think that in the case of 
this relator and many other corporations similarly circum- 
stanced the adoption and application of the net earnings rule 
would result in a fair and just valuation. There are obviously 
many cases, however, to which it would not be applicable at 
all. Take, for example, the case of a corporation enjoying a 
special franchise which by reason of mismanagement or other 
causes had yielded no earnings perhaps for many years; there 
it might be wholly contrary to the truth to hold that the special 
franchise of such corporation had no value simply because there 
happened to have been no earnings by which that value could 
be measured. Since, however, the net earnings rule may often 
be employed with convenience and justice and doubtless could 
justly be adopted in the case at bar, it is proper for us to make 
some observations in regard to the manner of applying it and 
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the ascertainment of the elements necessary for its applica-_ 
tion. 


The net earnings rule is defined by the court as follows 
(at page 56): 


The net earnings rule contemplates a valuation upon the 
basis of the net earnings of the corporation which are attribu- 
table to its enjoyment of the special franchise. The method 
is thus applied: 

(1) Ascertain the gross earnings. 

(2) Deduct the operating expenses. 

(3) Deduct a fair and reasonable return on that portion of 
the capital of the corporation which is invested in tangible 
property. 

The resulting balance gives the earnings attributable to the 
special franchise. If this balance be capitalized at a fair rate 
we have the value of the special franchise. 


For the purposes of this case, the court deducted 6% as a 
‘fair and reasonable return on the tangible property of 
the corporation in order to determine the earnings at- 
tributable to the special franchise.”’ The resulting balance 
was capitalized at 7% in order to determine the value of 
the special franchise. The court states that it has adopted 
the 7% rate ‘‘in view of the character of the business of 
the relator” and refers to the fact that 7% was also used 
by the referee although 6% was used by the Appellate 
Division, the referee having used the higher rate in order 
to provide a sinking fund for unforeseen contingencies. 
In People ex rel. Manhattan Railway Company ». 
Woodbury, 203 N. Y. 231, 237, 96 N. E. 420, decided 
October 17, 1911, the Court of Appeals takes the ground 
that the rate for the capitalization of the net earnings 
attributable to the special franchise should be 1% higher 
than the rate of return allowed on the tangible property. 
In this case the courts below had allowed 6% on the 
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tangible property and had also capitalized the remaining 
net earnings at 6%. The Court of Appeals in a divided 
opinion held that the surplus net earnings should be capi- 
talized at 7%. Judge Haight says (at page 237): 


Prominent authorities in discussing this method of valuing 
special franchises have suggested that the rate of capitaliza- 
tion should be at least one per cent. higher than the rate of 
income allowed. The purpose of this is to provide against un- 
foreseen contingencies that may arise in the prosecution of the 
business of the corporation, such as unusual storms, floods, fires, 
explosions and accidents, which may result in the impairment 
of net earnings, and can not be foreseen and estimated in ad- 
vance. 


§ 714. New York special franchise tax—Net earnings rule 
criticised. 

In People ex rel. Queens County Water Company v. 
Woodbury, 67 Misc. (N. Y.) 490, 123 N. Y. Supp. 599, 
Supreme Court, Kings County, May 20, 1910, Judge 
Blackmar rejects for the purposes of this particular case 
the net earnings rule for the determination of the value 
of the special franchise. Judge Blackmar appears to give 
chief consideration to the gross income received by the 
water company from the sale of water and concludes that 
the valuation fixed by the state board should not be dis- 
turbed. In regard to the net earnings rule, he says (at 
page 499): 


The more the net earnings rule is examined, the more ap- 
parent becomes the wisdom of our appellate tribunals in hold- 
ing that it does not furnish a method which is necessarily con- 
trolling in determining the value of a special franchise. It is 
obvious that the applications of this rule reduces the value of 
the special franchise by the amount of every increase in the 
tangible property used in the business. If, therefore, the earn- 
ings of the company should be largely increased and the pur- 
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chase of land should be continued, such earnings would not 
result in a proportionately increased value of the special fran- 
chise. In 1901 the company was operating with a holding of 
330 acres. Since that time it has purchased over 500 acres, at 
a cost of upward of $200,000. The strict application of the net 
earnings rule would reduce the value of the special franchise 
by the amount of every dollar expended in the purchase of land. 
If the land increased in value $500,000, the value of the special 
franchises would decrease just that amount. If the officers 
serve without pay, as they do in this case, the value of the spe- 
cial franchise is increased by a capitalization of a fair salary list 
to the officers of six per cent. If the value of the land should 
depreciate, the special franchise would appreciate proportion- 
ately in amount. This company has claims against the city 
of upward of $7,000 for the rental of hydrants. If this claim 
be valid, the special franchise is worth about $120,000 more 
than if the claim is invalid. These illustrations indicate that 
the net earnings rule is rather an aid to the ascertainment of 
the value of the special franchise than a method by which 
such value can be determined by arithmetical computation. Un- 
doubtedly the most important element in determining the value 
of a special franchise is the earning capacity of the company; 
but no thoughtful appraiser would consider the face showings 
of the statement of the results of the business for a single year 
as conclusive, without a consideration of many other matters. 
The real value of a special franchise depends not upon what 
it does earn, but upon what it can be made to earn by proper 
management and the application of proper financial methods. 
Suppose any one were contemplating the purchase of the Queens 
County Water Company, what course would he take? He would 
make a careful investigation of its methods of management; an 
appraisal of its plant, machinery and pipes with regard to their 
physical condition and adaptability for use; a determination 
whether the land owned by the company was acquired with 
reasonable regard for the necessary requirements of the busi- 
ness; an appraisal of the different parcels of real property, an 
investigation of the accounts of the company over a number 
of years to determine its earning power as distinguished from 
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the earnings which it may chance to make in a single year. He 
would also try to form an opinion of the future prospects of 
the company, having in mind that a diminution of its earning 
capacity below a certain amount would wipe out not only the 
value of its special franchise but also of all the property devoted 
to and used in such special franchise and available for no other 
purpose. With all these and probably other elements in mind, 
an intelligent estimate could be made of the value of all the 
property of the company, including its special franchise. To 
require such a scientific and exhaustive analysis to be presented 
to the court in a proceeding of this kind would practically nul- 
lify the rights of the owners to review the action of the com- 
missioners, and for that reason the net earnings rule may often 
be applied to reach a result sufficiently accurate for practical 
purposes; but, in order to induce the court to adopt the rule, 
the different elements necessarily used in its application must 
be shown with reasonable certainty by competent evidence. 


§ 715. Chicago Street Railway Tax Case—Net earnings rule 
applied. 

The case of Chicago Union Traction Company »v. State 
Board of Equalization, 114 Fed. 557, decided April 4, 1902, 
involves the assessment of public utility companies for 
purposes of state taxation. The law provided for an 
assessment of the capital stock and franchises. Circuit _ 
Judge Grosscup granted a preliminary injunction against 
the assessment complained of but as a condition required 
the companies to pay a tax for the year in question on an 
assessment based on a capitalization of the net earnings. 
The judge states that such capitalization shall be deemed 
‘‘the value of complainant’s capital stock including fran- 
chises and tangible property.”’ For this purpose the net . 
earnings were capitalized on a 6% basis. 


CHAPTER XXIX 
The Theory of Franchise Value 


§ 720. The economic function of the franchise. 
721. Franchise value in rate cases. 
722. Franchise value in condemnation cases. 


§ 720. The economic function of the franchise. 
There can be no doubt that a franchise is property and 


as such has a value. This principle has the best legal au- 


thority and a sound economic basis. There are two 
distinct functions of a franchise: One is to guarantee the 
integrity of the investment and the other is to make it 
possible for the investor to secure a reasonable reward for 
his enterprise in establishing the plant or railroad. 

1. The function of the franchise in guaranteeing the in- 
tegrity of the investment. The franchise gives and guaran- 
tees the right to use the tangible property in its existing 
location. The ownership of street railway tracks with 
no right to use them as located and the duty of taking 
them up and restoring the street would be of negative 
value. The franchise, however, gives the right to use the 
tracks as located and to charge reasonable rates for such 
service. The possession of a franchise gives the plant a 
value as a going, operating plant rather than the mere 
salvage value that it would have if its parts could not be 
used in their existing location. The construction of a 
street railway requires a large fixed investment that will 
be practically destroyed unless the enterprise can continue 
with substantial permanency. The first function of the 
franchise therefore is to assure to the investor for a stated 
period or permanently that the fixed capital he invests 

[ 640 ] 
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- and which can not be withdrawn without great loss can be 
used for the purpose intended, 2. e., the service of the 
public at reasonable rates of charge. So far as this func- 
tion of the franchise is concerned it is scrupulously recog- 
nized and provided for if in a valuation for rate purposes 
or public purchase the tangible property is recognized as 
being rightfully in the streets or public places and each 
part is valued with reference to its use in the existing 
operating system and not simply at its value as scrap. 
Here the franchise is simply a characteristic of the struc- 
ture. It gives the structure its full operative value and 
not a mere salvage value. As to this there can be no ques- 
tion of two values—a franchise value and a structural 
value. There is but one value and that is the value of 
the structure in use. 

People ex rel. Brooklyn Heights Railroad Company ». 
Tax Commissioners, 69 Misc. (N. Y.) 646, 661, decided 
December, 1910, is a special franchise tax case. In this 
- ease the net earnings rule was applied in order to deter- 
mine the value of a special franchise and it was found 
that under the rule there were no surplus net earnings to 
be capitalized as representing the value of the special 
franchise. Judge La Boeuf, however, states that although 
the franchises are thus found to have no value for the 
purposes of the franchise tax assessment, they neverthe- 
less have a certain value to the company, as without the 
franchise the property would have only a scrap. value. 
Judge La Boeuf says (at page 661): 


While this deficit results in a finding that the intangible 
property of the relator has no value for the purpose of franchise 
tax assessment, it does not mean that the franchises are abso- 
lutely valueless. . . . That the franchises are not valueless 
is apparent from the value which is placed upon the tangibles 
used in connection therewith. If the franchises were absolutely 
valueless, the tangibles in the streets would only have a junk 
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value. People ex rel. Metropolitan Railway Company »v. State 
Board of Tax Commissioners, 174 N. Y. 417. 

The franchise in such case would only serve to give the 
property a value as a property capable of use in its exist- 
ing position and therefore a value in excess of that which 
it would bring if it were dismantled and the parts sold as 
scrap. It could not however have a value in excess of 
cost-of-reproduction-less-depreciation. The franchise is 
here merely a characteristic of the structure. 

2. The function of the franchise in assuring to the in- 
vestor the opportunity to secure uf possible a reasonable 
reward for his enterprise and risk in establishing the public 
utility. The investor in a new enterprise assumes certain 
risks. He determines the existence of an economic de- 
mand sufficient to warrant the enterprise and backs up 
his opinion with cash. In order that he may be induced 
to do this it is necessary that he should be assured the 
chance of earning a return on his investment commensu- 
rate with the risk he has taken. But not only must he 
have a chance to earn a fair return but that opportunity 
must have some permanency. There must be some 
guarantee that after the success of the enterprise has been 
in fact attained he will not be deprived of all fruits of 
success through municipal purchase. If such purchase 
or condemnation does in fact take place it should com- 
pensate the investor for the actual value from an invest- 
ment standpoint of the entire property operating under 
reasonable rates of charge. Let us assume that a probable 
rate return of 7% will attract investment in an electric 
enterprise. The investor puts his money into the venture 
and after a few years its success is demonstrated and the 
state commission adjusts the rates so as to limit the com- 
pany to a 7% return on its tangible property. The 
question of condemnation or purchase now comes up. 
If the property is taken over at the value of the tangible 
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property the opportunity of earning a 7% return for 
which the risks of the enterprise were originally under- 
taken is destroyed. This opportunity may be worth 
considerable if the prospects for a continuance of a 7% 
return are considered favorable. Assume that under 
the conditions other investors are now willing to buy the 
securities of the enterprise on a 6% return basis. If the 
tangible property on which the 7% return was based 
amounted to $1,000,000, the annual return would be 
$70,000. $70,000 capitalized on a 6% basis gives $1,116, 
666 as the investment value of the enterprise. The amount 
by which such investment value exceeds the value of 
the tangible property represents a capitalization of the 
investor’s reward for risking his capital and establishing 
a successful business operated at reasonable rates. This 
amount may properly be attributed to franchise value 
in a valuation for condemnation or purchase. 


§ 721. Franchise value in rate cases. 

The actual and necessary cost of obtaining a franchise 
should of course be included in a valuation for rate pur- 
poses. Other than this the weight of practice and au- 
thority is distinctly against the inclusion of an allow- 
ance for franchise value in a valuation for rate purposes. 
This position seems to be economically sound. From our 
consideration of the economic function of the franchise in 
the conservation of the integrity of the investment and the 
chance of a reward for risk incurred, all just requirements 
are seen to be fulfilled if the franchise secures for the in- 
vestor a chance to realize a return on the actual necessary 
investment commensurate with the risk assumed. If the 
rate of return is fair and is based on the entire actual in- 
vestment nothing further can in reason be expected. 

A great deal of confusion has arisen in the consideration 
of this subject owing to a failure to see the fundamental 
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distinction between valuation for rate making and valu- 
ation for public purchase. It is recognized that in a 
condemnation case the value of the franchise must be 
included. From this it is argued that unless the franchise 
is included also in the valuation for rate making the value 
of the franchise is in effect confiscated. If it is wrong and 
illegal to confiscate the value of the franchise in a con- 
demnation case it is just as wrong and presumably just as 
illegal to confiscate such value indirectly through the rate 
making process. Deprivation of compensation for the 
use of property is no less confiscation than the actual 
taking of the property. The fallacy arises in a failure to 
realize that though in a condemnation case the valuation 
is the all important factor, in the determination of reason- 
able rates the essential thing is the total net income; 
and that this net income is not measured by the valuation 
alone but by the product of the valuation and the rate of 
return. If the capitalized value of the total net income 
allowed in a rate case is the same as the valuation for 
purchase purposes, due consideration will have been given 
to the franchise in both cases, even though in the valuation 
for purchase there has been a specific allowance for the 
franchise and in the valuation for rate purposes there has 
been no such allowance. ! 

In a rate case due consideration is given to the franchise 
rights in the determination of the fair rate of return. The 
fact that the rate of return is fixed on the basis of a re- 
turn adequate to induce investment in a new enterprise 
although now that the enterprise in question has been 
successfully established persons will invest on a lower 


return basis, is a substantial recognition of the rights that 


it is the function of the franchise to protect. The fran- 
chise having thus been allowed for in the rate of return, 
it would be duplication to allow for it again in the valu- 
ation on which the rates are based. 


a , 
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§ 722. Franchise value in condemnation cases. 

It is well established that franchise value must be con- 
sidered in condemnation cases. The earlier cases indicate 
that franchise value is to be based largely on a capitaliza- 
tion of present or prospective earnings. Some of the more 
recent decisions, however, state that such value should be 
based largely, not necessarily on actual or prospective 
earnings, but on earnings under reasonable rates. Which 
of these rules shall finally prevail is a matter of consider- 
able importance. When the earlier cases were decided the 
possibility of efficient rate regulation was hardly thought 
of. With the modern conception of the rights and obliga- 
tions of public service corporations and the modern 
development of rate regulation it seems probable that 
certain legal conceptions will have to be modified to con- 
form to these more fundamental principles. The market 
value of a franchise is of course affected by the fact that 
rates are subject to regulation. But if there has been no 
such regulation in the past and there is no present agita- 
- tion for it, the practical effect on market value of possible 
future regulation is comparatively small. An investor 
purchasing the plant will pay something for the prob- 
ability of excess profits during the years when profits are 
not kept down by rate regulation to a minimum reasonable 
return. But because an investor will take this chance is 
no good reason why it should increase the price to be paid 
by the public on a taking by condemnation. Condemna- 
tion is one method of regulation; rate making is another. 
It is no more just or unjust to destroy values created by 
the nonexercise of the rate making power by the right of 
condemnation than by a subsequent exercise of the rate 
making power. If it is just to destroy the hopes of the 
investor for a continuance of exorbitant profits through 
the exercise of the rate making power it is also just to 
destroy such misplaced hopes through the exercise of the 
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right of condemnation. Nowas brought out in Chapter 27, 
the weight of authority and practice is strongly against 
the inclusion of an allowance for franchise value in a valu- 
ation for rate purposes. This rule taken in connection 
with the rule above stated that in a condemnation case 
the value of the franchise should be based on earnings 
under reasonable rates makes it necessary in a condemna- 
tion case to proceed somewhat as follows. It is first 
necessary to determine what the earnings would be under 
reasonable rates. This is determined by estimating the 
fair value for rate purposes (with no allowance for fran- 
chise) and allowing upon such valuation a fair return. 
This return should be just compensation for the service 
rendered. When the property is taken, the thing of value 
of which the owners are deprived is simply the right to 
receive this amount of earnings. The question is what is 
just compensation for depriving the owner of the earnings 
to which he is justly entitled for constructing the plant 
and developing the business. Rate making involves the 
determination of the annual sum which may be deemed - 
just compensation to the investors. Condemnation in- 
volves the determination of the total amount which may 
be deemed just compensation for or a commutation of, 
these annual payments. If this total amount is greater 
than the cost-of-reproduction-less-depreciation the differ- 
ence may be attributed to going concern and franchise 
value. The permanence of the franchise value is of course 
directly dependent on the continuance of a rate of return 
in excess of that demanded for an assured investment. 
The present worth of the franchise is directly dependent 
on the length of time such excess rate of return may be 
reasonably assumed to continue. 

1 The question of permanency of rate of return is discussed in §§ 794, 


799. The above discussion is not intended to cover limited term fran- 
chises. 
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CHAPTER XXX 
Rate of Return 


Relation of rate of return to fair value for rate and purchase pur- 
poses. 
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§ 730. Relation of rate of return to fair value for rate and 
purchase purposes. 

The rate of return is a very important factor in a valu- 
ation either for rate purposes or for purposes of public 
purchase. In a rate case, as has already been pointed 
out, the justice of the result does not depend on the fair 
value alone or on the rate of return alone but on the total 
return or net income allowed, which is the product of the 
fair value and the rate of return. In a rate case certain 
equities may be provided for either in the fair value or 
in the rate of return. If they have been considered in the 
rate of return it would be duplication to allow for them 
again in the fair value and vice versa. These two factors 
are therefore interdependent and must be considered to- 
gether. 

In a purchase or condemnation case the valuation is all 
important. But even here the determination of a fair 
rate of return will often be an essential preliminary in 
fixing the valuation. It has been held that net income 
under reasonable rates is probably the most important 
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factor in determining the purchase price of a public utility 
operating under a perpetual franchise (see §§ 666, 669). 
This doctrine seems fair and will probably receive wide 
application. In order to determine net income under 
reasonable rates it will almost always be necessary to 
determine fair value for rate purposes and a fair rate 
of return to be allowed on such value. The net income 
thus determined will then be capitalized at a rate deemed 
adequate to fully compensate the investor for the loss of 
such income. 


§ 731. United States Supreme Court, 1894—Railroad entitled 
‘to some profit. | 
In Reagan v. Farmers’ Loan & Trust Company, de- 
cided May 26, 1894, Justice Brewer says: ! 


It is unnecessary to decide, and we do not wish to be under- 
stood as laying down as an absolute rule, that in every case a 
failure to produce some profit to those who have invested their 
money in the building of a road is conclusive that the tariff is 
unjust and unreasonable. And yet justice demands that every 
one should receive some compensation for the use of his money 
or property, if it be possible without prejudice to the rights of 
others. There may be circumstances which would justify such 
a tariff; there may have been extravagance and a needless 
expenditure of money; there may be waste in the management 
of the road; enormous salaries, unjust discrimination as be- 
tween individual shippers, resulting in general loss. The con- 
struction may have been at a time when material and labor 
were at the highest price, so that the actual cost far exceeds the 
present value; the road may have been unwisely built, in lo- 
calities where there is no sufficient business to sustain a road. 
Doubtless, too, there are many other matters affecting the rights 
of the community in which the road is built as well as the rights 
of those who have built the road. 


1 Reagan v. Farmer’s Loan & Trust Company, 154 U.S. 362, 412, 14 
Sup. Ct. 180, 38 L. ed. 1014, May 26, 1894. 
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§ 732. California Supreme Court, 1897--Some margin over 
lowest rate for borrowed money. 

San Diego Water Company v. City of San Diego, 118 
Cal. 556, 50 Pac. 633, decided October 9, 1897, involves 
a valuation for rate purposes. The lower court held the 
municipal ordinance unconstitutional but was reversed 
by the Supreme Court and the cause remanded for a new 
trial. The decision in this case was rendered by a divided 
court. Six of the seven judges concurred in the findings 
but four separate or concurring opinions were rendered 
by the other six judges. The opinion of Judge Van Fleet 
concurred in by two other judges contains the following 
(at page 637): 


It would not, of course, be reasonable to allow the company 
a profit equal to the greatest rate of interest realized upon any 
kind of investment, nor, on the other hand, to compel it to ac- 
cept the lowest rate of remuneration which capital ever ob- 
tains. Comparison must be made: between this business and 
other kinds of business involving a similar degree of risk, and 
all the surrounding circumstances must be considered. An 
important circumstance will always be the rate of interest at 
which money can be borrowed for investment in such a busi- 
ness; and, where the business appears to be honestly and pru- 
dently conducted, the rate which the company would be com- 
pelled to pay for borrowed money will furnish a safe, though 
not always conclusive, criterion of the rate of profit which will 
be deemed reasonable. In ordinary cases, where the manage- 
ment is fair and economical, it would be unreasonable to fix 
the rates so low as to prevent the company from paying interest 
on borrowed money at the lowest market rate obtainable; and 
even then some allowance or margin should be made for any 
risk to which the company may be exposed, over and above the 
risk taken by a lender. 


§ 733. Minnesota Supreme Court, 1897—214% on terminals 
and 5% on other railroad property not confiscatory. 
The case of Steenerson v. Great Northern Railway 
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Company, 69 Minn. 353, 72 N. W. 7138, decided October 
20, 1897, involves the valuation of a railroad for rate 
purposes. In this case the Minnesota Supreme Court 
held that a net return of 244 % on the cost of reproducing 
the railroad terminals and of 5% on the cost of reproduc- 
ing the rest of the road was under the circumstances of the 
case a fairly liberal return. Judge Canty says (at pages 
719, 720, 721): 

8. Let us now consider what is a reasonable income on the 
other $30,000,000, the cost of reproducing the rest of the road. 
The rate of interest on money and the ordinary rates of income 
on capital invested have fallen enormously in the last few years. 
Every one knows this, and the court that does not know it is 
certainly not fit to review the acts of a commission that should 
know it. Professor Farnham, of Yale, in the Yale Review for 
August, 1895 (volume 4, pp. 199-201), gives statistics to prove 
that since 1873 rates of interest had up to that time fallen 52 
per cent. ... If the railway company has made what turns 
out to be a bad bargain by issuing its bonds for 6 and 7 per cent. 
interest per annum, that should be its misfortune, and not the 
misfortune of the public. As before stated, neither the state 
nor the public has either directly or indirectly guarantied that 
rates of interest and rates of income would not fall, to the detri- 
ment of the railway company. It is true that the market quo- 
tations to which we have referred show that bonds bearing 6 
and 7 per cent. interest per annum, of many other railroads, 
have during all of these times sold away below par. ... The 
question before us is not whether the management was good or 
ill, but what in 1894 was a reasonable rate of interest on such 
large sums of money as are loaned to railroad companies where 
the loans are well secured; and this question is merely incidental 
to the main question, of what in 1894 was a reasonable income 
on the cost of reproducing the railroads. An examination of 
the bond quotations above referred to will show that, where 
railroad bonds are amply secured, 4 or 41 per cent. per annum 
has been for the last few years rather a high rate of interest. . . . 

It is not necessary here to determine just what rate of annual 


§ 734] Rate oF RETURN 653 


income on the cost of reproducing all of the road except the 
terminals is the least which the court would uphold before de- 
claring the rates fixed by the commission confiscatory, but we 
are of the opinion that in such times as existed in 1894 an in- 
come of 5 per cent. per annum on such cost is certainly not 
unreasonably low or confiscatory, and that is as far as it is 
necessary to go in this case. 


§ 734. United States Circuit Court, 1898—414% return con- 
fiscatory —Street railway. 

In Milwaukee Electric Railway & Light Company v. 
City of Milwaukee, 87 Fed. 577, decided, May 31, 1898, 
it is held that an ordinance requiring a street railroad 
charging five cent fares to sell six tickets for 25 cents, or 
25 tickets for $1, is unreasonable, when the road is only 
making yearly net earnings of 3.8% to 4.5% on its bona 
fide investment, and paying 5% interest on its bonds, in a 
city where the current rate of interest on first mortgage 
real estate security is 6%. 


§ 735. United States Circuit Court, Aga ZA a fair return — 
Street railway. 

The ease of Chicago Union ee ign Company v. State 
Board of Equalization, 114 Fed. 557, decided April 4, 
1902, involves the assessment of public utility companies 
for purposes of state taxation. The law provided for an 
assessment of the capital stock and franchises. Circuit 
Judge Grosscup granted a preliminary injunction but 
required the companies pending the final determination 
of the case to pay a tax for the year in question based on a 
capitalization of net earnings. The capitalization rate 
used was 6% as this percentage was deemed a fair return 
to the company on its investment. Judge Grosscup states 
that an average return of 6% will permit the company to 
earn 5% on the preferred half of its securities and 7% upon 
the remaining half. He says (at page 561): 
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Several other elements in a fair calculation, based on net 
earnings, have raised questions to which we have given careful 
consideration. The first of these is upon what rate of the true 
net earnings the aggregate value of the property should be 
capitalized. We have fixed the rate at six per cent. That is the 
rate adopted in states where assessments are made upon the 
basis of net earnings. It is less than the rate that some ad- 
vanced advocates of municipal ownership are willing to guaran- 
tee to investors in securities of this character. The rate adopted, 
is, we think, justified by the considerations that usually attend 
the real investors’ purchase of stock. Commonly, net earnings 
are applicable, first, to preferred securities, such as bonds or 
preferred stock. We may assume that the preferred half of a 
capitalization that earns as an entirety, six per cent. may be 
considered worth par upon the basis of five per cent. But when 
it comes to second half, involving as it does, much more the 
uncertainties of the future, the security will not commonly be 
regarded as good at par upon the basis of even six per cent., un- 
less there is a margin of earnings over and above the dividends 
paid; for no investor feels secure of a dividend at six per cent. 
next year, simply because the company has earned it this. It 
is probably fair to say that net earnings, accruing through sev- 
eral years, at the rate of five per cent. upon the preferred half 
of the securities, and of seven per cent. upon the remaining half, 
would make both securities worth their par value; and this 
would be equivalent to six per cent. upon the whole. 


§ 736. Iowa Supreme Court, 1902—4.4% to 544% not con- 
fiscatory Water Company. 

Cedar Rapids Water Company v. City of Cedar Rapids, 
118 Iowa 234, 91 N. W. 1081, decided October 27, 1902, 
involves the constitutionality of an ordinance regulating 
rates. The decree of the District Court is reversed and 
the validity of the ordinance sustained. Judge Weaver 
says (at page 1091): 


The testimony, when taken as a whole, and considered in 


§ 737] RaTE OF RETURN 655 


the light of all the proved and admitted circumstances, indicates 
the present fair value of the company’s property to be some- 
where from $400,000 to $500,000. . . . The operating expenses 
charged for the year preceding the trial (being largely in excess 
of the average in its experience) were $23,000, or, including 
taxes, $28,000. On this basis the net earnings are 51% per cent. 
on a valuation of $400,000, or 4?/; per cent. on a valuation of 
$500,000, or 614 per cent. on the total amount of capital stock 
and bonds. Stated otherwise, this will enable the company to 
pay its interest charge of $7,500, make a dividend of 5 per cent. 
on its capital stock (including stock issued as dividends), and 
leave a margin of over $3,000 for contingencies. This estimate 
of earnings may be very materially reduced, or the estimate of 
the value of the plant be very materially increased, before the 
court will be justified in saying that the plaintiff’s property is 
being exposed to destruction or confiscation by an unprofitable 
schedule of rates. ... The net earnings upon this showing, 
if not large, are substantial. The court cannot undertake to 
guaranty the company any fixed or certain return upon its 
investment. The exercise of such a power would work an 
utter destruction of the legislative right to regulate rates of 
water companies and other corporations operating works of 
public utility. We think the decisions have already gone to the 
verge of safety in nullifying legislative acts of this character; 
and to go farther, and say that the courts will not only preserve 
property from confiscation and destruction by legislative power, 
but will also assure to its owners a definite and fixed rate of 
profit upon their investment, would be an act of judicial usurpa- 
tion. 


§ 737. United States Circuit Court, 1903—5% minimum rate 
—Water Company. 
Spring Valley Waterworks v. San Francisco, 124 Fed. 
574, decided June 29, 1903, is a water rate case. Circuit 
Judge Morrow says (at page 599): . 


In view, therefore, of all the circumstances, the court is of 
the opinion that the complainant is entitled to receive at least 
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5 per cent. as the net compensation it is entitled to receive on the 
value of its property. 


§ 738. United States Circuit Court, 1903—Legal rate of in- 
terest the minimum rate —Railroad. 

The case of Louisville and Nashville Railroad Co. »v. 
Brown, 123 Fed. 946, decided June 30, 19038, involves 
the validity of passenger rates fixed by the Railroad Com- 
mission of Florida. Circuit Judge Pardee issued a pre- 
liminary injunction. In regard to rate of return Judge 
Pardee says (at page 951): 


At present, I do not think it necessary to consider exhaust- 
ively the question as to how much per cent. of net revenue, 
based on the actual value of the railroad and equipment, a 
railroad company is entitled to earn. I think it will be conceded 
that as long as the rates are reasonable, and do not unjustly 
discriminate, the company is entitled to earn some amount; 
and it seems reasonably clear to me that, if entitled to earn 
something under the above conditions, it is entitled to earn 
under the same conditions a compensatory amount equal, at 
least, to the usual and legal rate of interest in the locality where 
the railroad is situated. 


§ 739. United States Supreme Court, 1904—6% return is 
not confiscatory —Irrigation Company. 

In Stanislaus County v. San Joaquin and King’s River 
Canal and Irrigation Company, decided January 18, 1904, 
the court says:? ‘‘It is not confiscation nor a taking of 
property without due process of law, nor a denial of the 
equal protection of the laws, to fix water rates so as to give 
an income of 6 per cent. upon the then value of the property 
actually used, for the purpose of supplying water as pro- 
vided by law, even though the company had prior thereto 

2 Stanislaus County v. San Joaquin and King’s River Canal and 


Irrigation Company, 192 U.S. 201, 213, 26 Sup. Ct. 241, 47 L. ed. 406, 
January 18, 1904. 
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been allowed to fix rates that would secure to it one and 
a half per cent. a month income upon the capital actually 
invested in the undertaking. If not hampered by an 
unalterable contract, providing that a certain compen- 
sation should always be received, we think that a law 
which reduces the compensation theretofore allowed to 
6 per cent. upon the present value of the property used 
for the public is not unconstitutional. There is nothing 
in the nature of confiscation about it.” 


§ 740. United States Circuit Court, 1904—5% minimum re- 
turn—Water Company. 

The case of Contra Costa Water Co. v. City of Oakland, 
165 Fed. 518, decided June 29, 1904, is a water rate 
case. Circuit Judge Gilbert granted an injunction pendente 
lite against the enforcement of the proposed rates. In 
regard to rate of return, Circuit Judge Gilbert says (at 
page 532): 


The complainant undoubtedly has the right to receive from 
water rates an income which will enable it to pay its actual 
operating expenses, its taxes, its interest on its bonded or other 
indebtedness so far as that indebtedness represents money prop- 
erly expended in or upon its property, and to pay a reasonable 
dividend on its stock so far as the stock represents money 
actually received and so invested, and in addition thereto to 
receive a sum sufficient to cover the annual depreciation of its 
Plant. . 

In Spring Valley Water Company v. City, etc., of San Fran- 
cisco (C. C.), 124 Fed. 574, in a case in this court similar to the 
present case, Judge Morrow, on an application for an injunction 
pendente lite, held that an ordinance adopted by the supervisors 
of the city of San Francisco establishing rates which would 
yield less than 5 per cent. upon the value of the property used 
and necessary to be used in the supply of water to that city 
operated to deny the water company the equal protection of 
the laws and to deprive it of its property without due process 

42 
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of law, and granted a temporary restraining order against the 
collection of rates so fixed. That precedent will be followed in 
this case, and the injunction pendente lite will be granted. 


§ 741. Maine Supreme Court, 1904—Reasonable rate de- 
pendent on circumstances. 

In Brunswick and T. Water District v. Maine Water 
Company, 99 Me. 371, 59 Atl. 537, decided December 14, 
1904, Judge Savage lays down rules to govern appraisers 
in making a valuation of property of the Maine Water 
Company for purposes of purchase by the Brunswick 
and Topsham District. Judge Savage says (at page 540): 


They are entitled to charge reasonable rates. ‘‘ Reasonable’’ 
is a relative term, and what is reasonable depends upon many 
varying circumstances. An equivalent to the prevailing rate 
of interest might be a reasonable return, and it might not. It 
might be too high or it might be too low. It might be reason- 
able, owing to peculiar hazards or difficulties in one place to 
recelve greater returns there than it would in another upon the 
same investment. Then, their reasonableness relates to both 
the company and the customer. Rates must be reasonable to 
both, and, if they cannot be to both, they must be to the cus- 
tomer. 


§ 742. New Jersey Court of Chancery, 1905—5% minimum 
return—Water Company. 

The case of the Long Branch Commission v. Tintern 
Manor Water Company, 70 N. J. Eq. 71, 62 Atl. 474, 
decided November, 1905, involves the valuation of a 
water plant for rate purposes. The court says (at page 
482): | 


The next question is, what is a fair income for the defendant 
to derive on that sum? I have intimated that the defendant 
ought not to expect, at the start, a compensatory income such 
as that stated by Judge Williams in the Supreme Court of 
Pennsylvania, and by the Supreme Court of Maine, above cited, 
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but I do think they ought to get at the start a moderate rate 
of interest, say 5 per cent. on their investment after paying all 
expenses of operation and maintenance and a moderate allow- 
ance for depreciation in value. 


§ 743. United States Circuit Court, 1906—Legal rate of in- 
terest (6%) the minimum rate—Electric Company. 
Columbus Railway and Light Company v. City of 
Columbus is an application for an injunction against the 
enforcement of a city ordinance reducing electricity rates. 
The special master reported in favor of a permanent in- 
junction and his report was approved by the court without 
opinion. The master says (at pages 56, 57, 59): 


It would seem that over and above the legitimate operating 
expenses, not padded or increased by fictitious or onerous 
salaries, and allowing the necessary and proper general deprecia- 
tion charges of 5 per cent. to be added thereto, the owner of the 
property should, at least, be permitted to receive as his compen- 
sation for its use, the legal amount of interest (6%) allowed by 
the State of Ohio to be collected, in the absence of contract, 
for money loaned, goods supplied, or services rendered. With- 
out, at least, this legal compensation, the owner is deprived of 
the use of his property, and of his property, without due proc- 
ess of law, and is denied the equal protection of the laws. . . . 

It may be well doubted whether the legal rate of interest is 
reasonable and just compensation to the owner of property 
devoted to the public use, and especially under circumstances 
shown by the testimony herein, where that public use consisted 
in furnishing a comparatively new and unknown useful and 
beneficial element or service, in the infancy of its art, subject 
to all the risks of failure; subject to all the risks of other inven- 
tions supplying the same need in a cheaper and better manner; 
subject to the necessary results arising from active and intelli- 
gent competition. 

3 Columbus Railway and Light Company v. City of Columbus, no. 1206, 


in equity, Circuit Court of the United States, Southern District of Ohio, 
Eastern Division, Report of Special Master T. P. Linn, June 8, 1906. 
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It may well be doubted whether capital would at any time, 
for this legal rate alone, be willing to enter upon the rendition 
of public service of the kind performed by complainant under 
these circumstances and conditions, and in view of the further 
condition that the public itself, through its organized agent, 
the municipality, has the right at any time to enter itself upon 
the same line of business, and if it so chooses, to furnish to the 
public the same service at actual cost, thereby destroying ab- 
solutely the capital so invested. . . . 

Finding, therefore, the fair value of complainant’s property 
to be $1,650,000, I find that the maximum rate fixed by the 
ordinance of July 5, 1904, will not, within the meaning of the 
decisions quoted, give to complaint a reasonable—using the 
word in its judicial and not in its administrative sense—return 
for the use of the property devoted to the public convenience, 
and that that rate will deprive complainant of its property 
without due process of law, and will deny to complainant the 
equal protection of the laws. 


§ 744. United States Circuit Court, 1907—7% a fair return — 


» 


Telephone. 

Cumberland Tel. and Tel. Co. v. Railroad Commission 
of Louisiana, 156 Fed. 823, decided August 24, 1907, in- 
volves the reasonableness of telephone rates fixed by the 
Railroad Commission of Louisiana. In permanently 
enjoining the proposed rates, District Judge Saunders 
holds that the company is entitled to a 7% return. He 
says (at page 833): 


I am clearly of opinion that complainant is entitled to a 
fair return on its money actually invested; that 7 per cent. 


-in a business of the sort carried on by complainant, is a fair 


and proper return; and that complainant is not now deriving 
from the rates authorized by order 488 as much as 7 per cent. 
on its investment in Louisiana. 


The decision of the Circuit Court was reversed by the Su- 
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preme Court of the United States,* but the opinion by 
Justice Peckham does not indicate that 7% was con- 
sidered too high a rate of return. 


§ 745. New York Appellate Division, 1907—Saratoga Springs 
Gas and Electric Rate Case. 

The case of Saratoga Springs v. Saratoga Gas, Electric 
Light, Heat and Power Company, 122 App. Div. (N. Y.) 
203, 106 N. Y. Supp. 1148, decided November 20, 1907, 
involves the validity of rates fixed by the New York Com- 
mission of Gas and Electricity. Judge Smith in deliver- 
ing the opinion of the court says (at page 219): 


What is deemed a fair return must depend ultimately upon 
the judgment of the court. In 1886 the committee of the Senate 
of the State recommended for a gas company in New York a 
return not exceeding ten per cent. upon its investment. The 
New York Mutual Gas Light Company, by its charter, is per- 
mitted to earn dividends to the extent of ten per cent. The 
Senate committee of 1905 assumed a return of eight per cent. 
as proper, and the Gas Commission in 1906 found that eight: 
per cent. was a reasonable return upon the actual value of 
complainant’s property used in gas manufacture. The Rail- 
road Lawof the State (Laws of 1890, Chap. 565, Sec. 38. as amd. 
by Laws of 1901, Chap. 639) permits the Legislature to reduce 
the rate of freight or fare, but the same shall not without the 
consent of the corporation be so reduced as to produce less than 
ten per cent. per annum on the capital actually expended. An 
investor may loan his money upon sure security, and is allowed 
by law to charge six per cent. for the loan. The investment in 
a gas and electric light company, however, is not secured as is a 
loan upon abundant security. There is in it a greater risk of 
loss, and upon all economic principles the investment should 
for that reason be entitled to a greater rate of return than an 
investment loan upon approved security. If the court should 


4Louisiana Railroad Commission v. Cumberland Tel. & Tel. Co., 212 
U.S. 414, 29 Sup. Ct. 357, 53 L. ed. 577, February 23, 1909. 
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allow to these investors only the same or a less return than is 
obtained for a loan upon approved security, no capital would 
henceforth be advanced for these enterprises, and the public 
would either be deprived of their advantages or the munici- 
pality would be compelled to build for itself. Both upon prin- 
ciple and necessity then, a fair return upon the value of the 
property actually used is such a return as shall be fair com- 
pensation for the risk assumed by the investor in permitting 
his money to remain in such an enterprise. The public cannot 
fairly question this application of the rule, and must pay such 
rates as will ordinarily yield such return to the stockholders 
of the public service corporation. The court is charged not 
only with the duty of protecting the public interest, but also 
with a duty no less solemn of protecting the property rights 
of those whose moneys are invested in public service corpora- 
tions. 


§ 746. Pennsylvania Supreme Court, 1908—Legal rate of in- 
terest (6%) the minimum—Consideration of rate neces- 
sary to induce original investment. 

The case of Pennsylvania Railroad Company v. Phila- 
delphia County, 220 Pa. State, 100, 68 Atl. 676, decided 
January 20, 1908, involves the validity of a passenger 
fare statute. In regard to reasonable rate of return, 
Chief Justice Mitchell says (at page 679): 


What was said in Brymer v. Water Company was that the 
company was entitled to a fair return not less than the legal 
rate of interest. In naming the legal rate, the court was nam- 
ing a mininum, not a maximum rate. Six per cent. is the legal 
estimate of the legitimate profit from the ordinary safe use of 
money. No business man in 1846, even if now, went into a new 
and extensive venture of uncertain outcome without the hope of 
more than common interest. Because his judgment or fore- 
sight was good is no reason that he should be shorn of his 
profits in the result. What is a fair profit is a complicated 
and difficult question; but there are certain elements that are 
plainly to be regarded to avoid injustice, such as the original 
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investment, the risks assumed at that time, the returns as com- 
pared with other enterprises as nearly similar as may be, the 
cost of maintenance and improvement, the prospects of in- 
crease, and the present value in view of the preceding elements. 
Injustice is done by anything that fails to consider these and 
to deal equitably with the private as well as the public interests 
involved. It is not necessarily regulated by what others would 
now make the venture for under the present circumstances 
and with present knowledge. 


§ 747. United States District Court, 1908—Legal rate of in- 
terest (8%) the minimum fair return—Railroad. 

The case of Central of Georgia Railway Company v. 
Railroad Commission of Alabama, 161 Fed. 925, decided 
March 21, 1908, involves the validity of railroad rates 
and other regulations. District Judge Jones granted a 
temporary injunction. Judge Jones discusses the proper 
rate of return at considerable length. He says (at pages 
993, 995, 996): 


While the Supreme Court has not fixed any particular per- 
centum of net profit the carrier is entitled to demand when his 
charges for the service are just, the state courts and the lower 
federal courts have generally adopted as the standard of an 
adequate return at least as high a measure of profit as the cur- 
rent rate of return upon enterprises of a similar character in 
the localities where the carrier’s business is transacted... . 
The state fixes 8 per cent. per annum as the return for the use of 
property in the shape of loans of money, the medium by which 
the value of property and its various uses is measured, and does 
not in any way, save by the requirement as to just and rea- 
sonable rates, attempt to limit the percentum of profit gained 
upon the value of the property invested in street railway, 
waterworks, gas, electric, telephone, and telegraph companies, 
and manufacturing establishments in all their variety, mining 
enterprises, cotton compresses, cotton mills and other like 
enterprises. In this state of the law, can the owners of railroad 
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property be made the subject of invidious discrimination in 
this respect, in order to limit the extent of their profit upon 
the value of the property used by them, by the enforcement 
of a schedule of rates, affecting the owners of railroad property 
alone, which prevents them from earning the usual current 
profit from the use of their property, which the owners of other 
property used in like investments are permitted to earn upon 
the value thereof? . .. The courts have, therefore, generally 
taken as the standard of proper return the legal rate of interest, 
contrasted with the current rate of profit from the use of other 
property in like kinds of business. While the percentum of 
profit allowed upon loans of money between private individuals 
is not, in many respects, a fair standard for determining just 
profits from the use of other kinds of property under condi- 
tions of greater hazard, yet the rate is the result of long ex- 
perience, and is tantamount to a legislative declaration that 
such measure of profit is in general a just return upon invest- 
ments in property. The evidence shows that the current rate 
of profit upon property used in business enterprises similar to 
railroads gives a net income, upon the value of such property, 
not lower than 8 per cent. per annum. Whether we take the 
legal rate of profit by way of interest on loans of money, or the 
rate of profit which common experience shows to be the average, 
and, therefore, approximately a just, return from the use of 
other forms of property, both modes lead to the same result. 
We can find no better standard by which to measure what is 
a fair and just return for the use of railroad property under the 
conditions governing the business of conducting railroad trans- 
portation in this state. The court, therefore, holds that these 
complainants can rightly complain of any schedule of maxi- 
mum rates which prevents them from earning, upon the fair 
value of that portion of their property employed in intrastate 
business, a profit, above the necessary expense of conducting 
such business, equal to 8 per cent. per annum upon the value 
of the property so employed, so long as the business is done 
without unjust discrimination, and at just and reasonable rates. 
Any schedule of maximum rates which prevents them from 
earning that much net profit, under those conditions, denies 
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that just compensation which the Constitutions, both state and 
federal, secure to them. 


§ 748. United States District Court, 1908—5% a reasonable 
return—Water Company. 
Spring Valley Water Co. v. San Francisco, 165 Fed. 667, 
October 7, 1908, is a water rate case. District Judge 
Farrington says (at page 684): 


It is insisted that rates of interest have recently increased 
by one to two per cent., and consequently a 5 per cent. net 
income on its property in use is no longer just to the company. 
This reason is not conclusive. The conditions which have 
caused interest rates to rise are probably temporary. In times 
of financial distress, when money is very much needed and not 
easily obtained, rates of interest go up, and many of those who 
most need money are forced to throw on the market property 
which otherwise they would hold. When unusual quantities 
of property are for sale by owners who must have cash, prices 
fall. Thus it often occurs that high rates of interest are fol- 
lowed and counterbalanced by lower prices. Higher rates of 
interest do not necessarily indicate that complainant’s services 
have become more valuable, nor do they justify a higher rate 
of income without a corresponding adjustment in the value 
of the property on which the income is computed. Steenerson 
vy. Great Northern Ry. Co., 69 Minn. 353, 387, 72 N. W. 713. 
An income of 5 per cent. net, after all taxes, operating expenses, 
and other legitimate and proper charges are deducted from the 
gross income, is neither unreasonable nor confiscatory. 


§ 749. Consolidated Gas Case—State commission holds 8% 
a fair return. 

February 23, 1906, the New York Commission of Gas 
and Electricity issued an order reducing the price of gas 
to be charged by the Consolidated Gas Company of New 
York to eighty cents. The opinion filed with this order 
contains the following: ° 


5 See Second Annual Report of the New York Commission of Gas and 
Electricity, 1907, p. 88. 
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In allowing a fair return upon the value of the property ac- 
tually employed in the gas-making business, account has been 
taken of the nature and hazard of the business and of the return 
allowed on similar investments. 

The commission thinks that 8 per cent. is a reasonable re- 
turn upon the actual value of the property owned by the com- 
pany and used in the manufacture and distribution of gas. It 
will be remembered that this return is not based upon the capi- 
talization of the company, but upon the actual capital engaged 
in the manufacture and distribution of gas. 


§ 750. Consolidated Gas Case—District Judge Hough holds 
6% a fair return. 
District Judge Hough in granting a permanent injunc- 
tion against the above order discusses the rate of return 
as follows: | 


In respect of gas and electric companies, the conditions for 
the state of New York are well summarized in the prevailing 
opinion in Trustees of Saratoga Springs v. Saratoga Gas, etc., 
Co. (Sup. Ct. N. Y., App. Div., Third Dept. Nov. Term, 1907), 
107 N. Y. Supp. 341; but they must be further localized in the 
case of a corporation monopolizing the gas service of the most 
crowded portion of the largest city in America. Such a business 
situation is secured against competition, because the monopoly 
is beneficial. To have the streets of the borough of Manhattan 
torn up to afford room (if room exists) for the mains of a rival is 
unthinkable. For the same reason, and because the population 
and its wants will increase, so far as human foresight can per- 
ceive, the amount of business will also increase. So that the 
inquiry here is: What is a fair and reasonable rate of return 
upon the most favorably situated gas business in America, not 
forgetting that all gas businesses are inherently subject to many 
of the vicissitudes of manufacturing? 

Much testimony has been introduced to show that certain 
investors in gas works well known throughout the country 


6 Consolidated Gas Co. v. City of New York, 157 Fed. 849, 870, Decem- 
ber 20, 1907. 
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expect to obtain from 8 to 15 per cent. upon the price of what 
they can buy. Such testimony is not relevant. It must be 
admitted that investors are entitled to real large rewards, if 
they can, from the hazards of a new business, or the rebuilding 
of a broken one. Such ventures are for exploitation, and the 
day for exploiting the business of selling illuminating and 
fuel gas in New York City is past—or certainly ought to be. 
The exploitation value in this case is represented by the en- 
hancement over cost of land, mains, and services, arising from 
local conditions beneficial alike to this complainant and many 
other New Yorkers, who by judgment or luck purchased or 
constructed, perhaps generations ago, what many men desire. 
An interest in the gas business of this city is as nearly a con- 
servative investment as any private manufacturing enterprise 
can furnish, and, although each case depends upon its special 
facts, there is, after problem conditions are ascertained, one 
question that can always be asked: What would that prudent 
man acquainted with business (so familiar to the readers of legal 
literature) do regarding such an investment, if it were offered 
to him? I think he would take it, not with enthusiasm, but as 
fairly safe local property, promising a rate of return sufficiently 
above the local mortgage market, to compensate for the addi- 
tional and noninsurable hazard. He would expect, and have 
just and reasonable right to expect, a return of 6 per cent., not 
because that happens to be the interest rate by law established 
in the state of New York, but because it is the return ordinarily 
sought and obtained on investments of that degree of safety in 
the city of New York. 


§ 751. Consolidated Gas Case—United States Supreme Court 
holds 6% a fair return. 

In Willcox v. Consolidated Gas Company, 212 U.S. 19, 
29 Sup. Ct. 192, 53 L. ed. 382, decided January 4, 1909, 
the Supreme Court of the United States sustains 6% as a 
fair return. Justice Peckham says (at pages 48, 50): 


There is no particular rate of compensation which must in 
all cases and in all parts of the country be regarded as sufficient 
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for capital invested in business enterprises. Such compensation 
must depend greatly upon circumstances and locality; among 
other things, the amount of risk in the business is a most im- 
portant factor, as well as the locality where the business is 
conducted and the rate expected and usually realized there 
upon investments of a somewhat similar nature with regard to 
the risk attending them. There may be other matters which 
in some cases might also be properly taken into account in 
determining the rate which an investor might properly expect 
or hope to receive and which he would be entitled to without 
legislative interference. The less risk, the less right to any 
unusual returns upon the investments. One who invests his 
money in a business of a somewhat hazardous character is very 
properly held to have the right to a larger return without legis- 
lative interference than can be obtained from an investment in 
Government bonds or other perfectly safe security. The man 
that invested in gas stock in 1823 had a right to look for and 
obtain, if possible, a much greater rate upon his investment 
than he who invested in such property in the city of New York 
years after the risk and danger involved had been almost en- 
tirely eliminated. 

In an investment in a gas company, such as complainant’s, 
the risk is reduced almost to a minimum. It is a corporation 
which in fact, as the court below remarks, monopolizes the 
gas service of the largest city in America, and is secure against 
competition under the circumstances in which it is placed, be- 
cause it is a proposition almost unthinkable that the City of 
New York would, for purposes of making competition, permit 
the streets of the city to be again torn up in order to allow the 
mains of another company to be laid all through them to supply 
gas which the present company can adequately supply. And, 
so far as it is given us to look into the future, it seems as certain 
as anything of such a nature can. be, that the demand for gas 
will increase, and, at the reduced price, increase to a considerable 
extent. An interest in such a business is as near a safe and se- 
cure investment as can be imagined with regard to any private 
manufacturing business, although it is recognized at the same 
time that there is a possible element of risk, even in such a 


} 
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business. The court below regarded it as the most favorably 
situated gas business in America, and added that all gas busi- 
ness is inherently subject to many of the vicissitudes of manu- 
facturing. Under the circumstances, the court held that a 
rate which would permit a return of six per cent. would be 
enough to avoid the charge of confiscation, and for the reason 
that a return of such an amount was the return ordinarily sought 
and obtained on investments of that degree of safety in the 
City of New York. 

Taking all facts into consideration, we concur with the court 
below on this question, and think complainant is entitled to 
six per cent. on the fair value of its property devoted to the 
public tise)". Vo. 

In this case a slight reduction in the estimated value of the 
real estate, plants and mains, as given by the witnesses for 
complainant, would give a six per cent. return upon the total 
value of the property as above stated. And again increased 
consumption at the lower rate might result in increased earnings, 
as the cost of furnishing the gas would not increase in proportion 
to the increased amount of gas furnished. 


§ 752. United States Supreme Court, 1909—Not decided 
whether 4% return would or would not be confiscatory — 
Water Company. 

Knoxville v. Water Company, 212 U. 8. 1, 29 Sup. Ct. 

148, 53 L. ed. 371, decided January 4, 1909, is a water rate 

case. Justice Moody says (at page 17): 


Upon any aspect of the evidence the company is certain to 
obtain a substantial net revenue under the operation of the 
ordinance. The net income, in any event, would be substantially 
6 per cent., or 4 per cent. after an allowance of 2 per cent. for 
depreciation. See Stanislaus County v. San Joaquin Company, 
192 U.S. 201. We cannot know clearly that the revenue would 
not much exceed that return. We do not feel called upon to 
determine whether a demonstrated reduction of income to that 
point would or would not amount to confiscation. 


’ 
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§ 753. Interstate Commerce Commission, 1909—Railroad en- 
titled to considerably more than 4%. . 

In Spokane v. Northern Pacific Railway Company, 15 
I. C. C. R. 376, decided February 9, 1909, the Interstate 
Commerce Commission comments as follows on the just 
rate of return for railway investment. The Commission 
does not state what it considers a just rate of return, but 
indicates that it should be considerably more than 4%. 
Commissioner Prouty in the above decision writes as 
follows (at page 417): 


Capital will seek investment in railways for the same reason 
that it does in other enterprises, the amount forthcoming de- 
pending upon the attractiveness of the investment. This in 
turn is determined by two considerations, first, certainty; 
second, amount of probable return. If the Government of 
the United States were to guarantee an income of 4 per cent. 
on all money invested in railroads, an abundance of capital 
would be offered. If that Government were to impose upon 
our railways such rates that not exceeding 4 per cent. could 
be realized without giving a guaranty that anything what- 
ever should be paid, it would be exceedingly difficult to pro- 
cure funds for railway development. It seems certain that 
in the immediate future very large sums of money must be 
expended in improving and extending the railroad facilities of 
this country, and it is therefore extremely important that 
railroad investments should be made sufficiently attractive so 
that the necessary money for these improvements can be 
obtained. It is not necessary to-day that opportunity should 
be given for the accumulation of enormous fortunes by specu- 
lation in and manipulation of railroad securities, but it is 
necessary that railroad capital should be assured of fair treat- 
ment and of a suitable return; otherwise, this Government will 
find itself confronted with the problem of providing such rail- 
way capital from its own resources, for it is absolutely essen- 
tial that railroad development keep pace with industrial and 
commercial requirements. 
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§ 754. United States District Court, 1909—6% a fair return 
for railroad. 

St. Louis and §. F. R. Co. v. Hadley, attorney general 
of Missouri, 168 Fed. 317, decided March 8, 1909, is a 
railroad rate case. District Judge Smith McPherson 
says (at pages 324, 354): 


Finding of fact No. 12. The interest obligations, except as 
already stated, are just and reasonable, and should be paid in 
full, with some dividends to the stockholders in addition. How- 
ever, and entirely aside from the question of interest, the rates 
and earnings should in any event be such as to produce a fair 
return upon the valuations hereinbefore fixed. And such earn- 
ings should be on the property within the state as would be 
equivalent to 6 per cent. per annum, that per cent. being a fair 
return upon such valuations. 

The Supreme Court during the present year, in the case of 
City of New York v. Consolidated Gas Company of New York. 
212 U. S. 19, 29 Sup. Ct. 192, 53 L. Ed. 382, decided that 6 
per cent. was fair and right to be given to the owners upon the 
true valuation. My opinion is that, while a gas plant is in some 
respects different from a railroad, a railroad property, properly 
build, and properly managed, should, over and above expenses, 
make a return of 6 per cent. per annum. 


§ 755. United States District Court, 1909—6% a minimum 
return—Gas plant. 

Lincoln Gas and Electric Light Company v. City of 
Lincoln, 182 Fed. 926, decided April 6, 1909, is an action 
to enjoin the enforcement of an ordinance reducing the 
price of gas from $1.20 to $1.00 per thousand cubic feet. 
The application is denied. District Judge W. H. Munger 
holds (at page 929) that the company is entitled to earn 
at least 6% on money invested. On appeal the above 
decree was reversed by the Supreme Court of the United 
States (Lincoln Gas and Electric Light Company ». City 
of Lincoln, 223 U. 8. 349, decided February 19, 1912). 
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The case was remanded with instructions that it be re- 
ferred to a skilled master to report on the facts. Justice 
Lurton in delivering the opinion of the Supreme Court, 
mentions the claim of the applicant to a return in excess of 
6% but does not indicate the attitude of the court as to 
the validity of this claim. 


§ 756. New York Court of Appeals, 1909—Legal rate of in- 
terest (6%) a fair return—Water Company. 

The case of People ex rel. Jamaica Water Supply Com- 
pany v. Tax Commissioners, 196 N. Y. 39, 89 N. E. 581, 
decided October 19, 1909, involves the valuation of a 
special franchise under the peculiar terms of the New 
York statute providing for the taxation of the so-called 
special franchises of public service corporations. For the 
purpose of ascertaining net earnings attributable to the 
special franchise under the net earnings rule, it was nec- 
essary to fix on a fair rate of return on the investment. 
For this purpose the referee had fixed on 5% and the 
Appellate Division on 6% and the Court of Appeals con- 
curs in the action of the Appellate Division. The court 
says (at page 58): 


In a case like the present where the net earnings rule is ap- 
plied, we think that the court below might properly assume, 
as a matter of general knowledge in the business community, 
that a prospective return of at least the legal rate of interest, 
which is 6 per cent. in this state, is requisite to induce investors 
to embark their money in enterprises of such a nature as that 
undertaken by this corporation. 


§ 757. United States Circuit Court, 1909—6% a reasonable 
return—Water Company. 

C. H. Venner Co. v. Urbana Water Works, 174 Fed. 348, 
decided November 6, 1909, involves the determination of 
just rates for furnishing water to a city for fire purposes 
without a contract as to price. District Judge Thompson 
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used (at page 352) 6% as the rate of return in aaa 
the price to be charged for water. 


§ 758. United States District Court, 1909—6% a reasonable 
return—Telephone Company. 

City of Owensboro v. Cumberland Telephone & Tele- 
graph Company, 174 Fed. 739, 99 C. C. A. 1, decided De- 
cember 14, 1909, is a telephone rate case. District Judge 
Evans says (at page 742): 


As one factor in the problem, we ascertain and determine 
that the complainant is entitled to earn for its stockholders as 
much as 6 per cent. per annum net upon the fair value of its 
plant or upon the money actually invested therein at Owens- 
boro, after taking into account the operating expenses and the 
various other items held in the case referred to to be appropriate 
in making the calculation. 


§ 759. Iowa Supreme Court, 1909—5% to 6% a reasonable 
return—Gas Company. 
Cedar Rapids Gaslight Company v. Cedar Rapids, 144 
Ta. 426, 120 N. W. 966, decided May 4, 1909, is a gas rate 
case. The court says (at page 974): 


When government bonds bearing 2 per cent. annual interest 
are selling at a premium, and those issued by state or munici- 
palities at little if any more than double such rate are in demand, 
and when the current rate of interest on ‘‘gilt edge”’ securities: 
on real estate or public service corporations rarely exceeds 5 per 
cent., it will not do for the courts to say that the income, above 
all expenses, including taxes, on property devoted to the public 
service, must necessarily much exceed the last-mentioned rate. 
to avoid the charge of being confiscatory. What such plants 
usually earn, unless they be based on reasonable charges, can-. 
not be accepted as a criterion, for usually the rates fixed are all’ 
the tariff will bear. Possibly the plant should earn a return 
equal to the interest paid in the community on investments 
equally permanent in character, but what this was is not dis- 


43 


674 VALUATION [$ 760 


closed by the record. The rates fixed by the ordinance are 
likely to yield enough above 6 per cent. per annum on the present 
value of the plant to cover contingencies which may not have 
been taken into account, and, in view of the fact that effect of 
the ordinance is largely speculative, we are not inclined to inter- 
fere with its operation. If upon a fair trial it shall appear that 
under the new schedule the rates are not sufficiently remunera- 
tive, a remedy may be applied. The function of fixing com- 


‘pensation for public services should be exercised with a keen 


sense of justice on the part of the regulating body. The com- 
pany should aid therein by a frank and full disclosure of its 
affairs. When so approached on either side, it would seem 
that rates might be settled upon which, on the one hand, would 
not dampen the zeal to furnish the best service and extend the 
plant as the needs of an advancing municipality shall require, 
nor, on the other hand, extract from the people more than fair 
compensation for the service received. 


The company took an appeal to the Supreme Court of 
the United States, but the decision of the state court was 
affirmed (223 U.S. 655, March 11, 1912). Justice Holmes, 
in delivering the opinion of the court, says that: ‘‘In this 
case the court fixed a value on the plant that considerably 
exceeded its cost and estimated that under the ordinance 
the return would be over 6 per cent. Its attitude was 
fair.” 


§ 760. Oklahoma Corporation Commission, 1911—8% a fair 


return —Telephone. ‘ | 

In Pioneer Telephone and Telegraph Company v. West- 

enhaver, 29 Okl. —, 118 Pac. 354, decided January 10, 

1911, the Oklahoma Supreme Court reviews and sets 

aside an order of the Oklahoma Corporation Commission 

reducing certain telephone rates. The court says (at 
pages 365, 366): / 


. Shall the present rates be reduced? If so, how much? The 
net earnings for 1908, under the present rates, after deducting 


§ 761] ° Rate OF RETURN 675 


expenditures, was $6,151.84. This is an earning of approxi- 
mately 5.5 per cent. on the sum of $113,556.42, the present 
value of the plant. As to what rate appellant may be per- 
mitted to earn without constituting an unreasonable charge 
for the service rendered, and as to the exact rates below which 
would not be held to yield a reasonable and fair return to ap- 
pellant it is unnecessary here to decide. The Commission in 
making its estimates and suggestions has treated an earning of 
8 per cent. on the present value of its property as a fair rate 
appellant is entitled to earn. It is likewise, however, unneces- 
sary to decide whether this rate is the limit above which would 
be unreasonable and oppressive to the public or below which 
would be unreasonable and unjust to the company. It is suffi- 
cient, for the purpose of this case, if the rates or charges now 
maintained by the company, yielding a net return to appellant 
of approximately 5.5 per cent. per annum, are not excessive 
or unreasonable to the public for the service rendered; for if 
they are not, they should be permitted to stand.... The 
legal rate of interest in this state, in the absence of any contract, 
is 6 per cent., and by contract the parties may agree upon any 
rate not to exceed 10 per cent. ... What is a reasonable 
return in any case upon the property invested is determined 
in a great measure by the character of the investment and the 
amount thereof, and the return other investments of similar 
character and amount in the same community yield, and the 
prevailing rate of interest. ... We therefore conclude that 
the schedule of charges now being made by appellant yielding 
to it a return ‘upon the value of its property less than the legal 
rate of interest in this state, cannot be said to be unreasonable or 
an oppressive schedule of charges. 


§ 761. Chicago Gas Rate Report, 1911—6% v. 7% as a fair 
rate of return. 

William J. Hagenah, in his report on his investigation 
of the Peoples Gas Light & Coke Company of Chicago for 
a committee of the City Council, April 17, 1911, considers 
7% a fair rate of return for the gas company in question. 
Mr. Hagenah says (at page 77): 
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There must be paid to capital, irrespective of who provides 
it, such a return as will yield a fair interest for the use of the 
money and an additional allowance determined by the risks of 
the enterprise. 

The interest proportion of the return is indicated by the 
yield of approved mortgages and bonds. Such investments 
without burdens of management reasonably yield from 414% and 
5 per cent. to 6 per cent. depending upon a variety of condi- 
tions. The rate of profit to be allowed is a matter of judgment 
based upon general and specific conditions. Among these may 
be mentioned risks inherent in the business, the probability of 
inventions rendering a part of the plant obsolete and greatly 
impairing the usefulness of the company’s service, the degree 
of managerial skill and the probable future of the enterprise. 
As affecting more particularly a utility investment, reference 
may be made to the likelihood of condemnation for the purpose 
of public purchase, the frequency of public rate revision with its 
accompanying uncertainties and the danger of competing utili- 
ties in a city where the investment is already sufficient to sup- 
ply the entire community. These conditions taken together 
tend to restrain the movement of capital into such investments, 
unless the rate of return provides some compensation for the 
risks assumed. 

In favor of a comparatively low rate of return is the fact that 
the product of the company finds a ready market and that the 
sales are far more uniform and certain than in commercial 
undertakings. This is shown by the stability in gross earnings 
of utility companies during periods of business depression. 
While manufacturing companies are often compelled to close 
their establishments for a time or to greatly reduce their operat- 
ing forces, utilities in general show practically no loss in revenue 
and often substantial improvement. The Peoples Gas Light & 
Coke Company is also especially favored through the ownership 
of a perpetual franchise, the value of which can not be doubted. 
These factors serve in part to offset certain disadvantages which 
warrant a somewhat higher rate of return. When all the factors 
bearing on the subject of interest and profit are considered to- 
gether with respect to the investment here in question, it must 
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be concluded that 7 per cent. on the fair present value of the 
property devoted to the gas business is a reasonable and proper 
allowance. 


However, in estimating the actual investment of the com- 
pany so as to include the cost of developing the business, 
Mr. Hagenah allows a rate of return of 8% for the years 
1898 to 1906 inclusive and a rate of 7% since 1906. 

Edward W. Bemis in a report reviewing and criticising 
the above report by Wm. J. Hagenah argues as follows 
in relation to the proposed rate of return: 7 


So far as the writer is aware, there are only three decisions 
of the United States Supreme Court bearing on the rate of 
return in local public utilities. The first, decided January 18, 
1904, was that of The Stanislaus County v. San Joaquin & Kings 
River Canal & Irrigation Company. This was to the effect 
that a 6 per cent. return on structural assets was not confisca- 
tory or a denial of the equal protection of the laws. The others, 
both decided on January 4, 1909, provided that a return of 514 
per cent. in the case of the Consolidated Gas Company of New 
York City, and even 4 per cent. after allowing for depreciation 
in the case of the Knoxville Water Company, with prospect of 
increase from the growth of the business and reduced prices, 
was not confiscatory. 

It would thus appear that a 6 per cent. return would be sus- 
tained by the courts. It permits a payment of 5 per cent. on 
bonds, to the extent of one-half the value of the plant, and 7 
per cent. on the other half, invested in stock, or of 514 per cent. 
on the bonds, if that be necessary to avoid discount, and 634 
on the stock. 


§ 762. United States Circuit Court, 1911—7% the minimum 
reasonable return—Railroad. 
Shepard v. Northern Pacific Railway Co., 184 Fed. 765, 


7 Report upon the price of gas in Chicago for the Chicago Council Com- 
mittee on gas, oil and electric light, by Edward W. Bemis, July 1, 1911, 
pwl2, 
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decided April 8, 1911, is a Minnesota railroad rate case. 
Circuit Judge Sanborn says (at page 815): 


Complaint is made that the master finds that the companies 
are entitled to a net return of 7 per cent. per annum upon the 
respective values of their properties devoted to this public use. 
The character of the business in which an investment is made, 
the locality in which it is placed, the returns secured in that 
locality from other investments of a similar nature, the uni- 
formity and certainty of the return, and the risks to which the 
principal and the income from it are subjected condition the 
measure of a fair return upon capital invested. An invest- 
ment in a bank, in a factory, in a mercantile, manufacturing, 
or agricultural business, is substantially free from regulation 
by the government and exempt from any duty to the public, 
except that of paying taxes. If the business in which such an 
investment is made is unprofitable, its owners may promptly 
discontinue its operation until more prosperous days come and 
then return to their undertaking. An investment in a railroad — 
which operates in many states is subject to the regulation of 
its business by many governments. Its owners owe the duty to 
the governments and to the public to operate their railroad 
continually in days when its operation is unprofitable as well 
as when it is remunerated, a duty they must discharge under 
the penalty of the forfeiture of their property if they fail. In 
view of these facts, they ought to be permitted to receive a re- 
turn large enough to enable them to accumulate in prosperous 
days a surplus sufficient to enable them to protect their property © 
in days of disaster and to make their average return through 
days of prosperity and of adversity fair and just. The lands 
in Minnesota through which these railroads extend are fertile 
and productive. The cities, villages, and towns they reach 
are rapidly increasing in population and wealth, and the people 
they serve are thriving and successful. The evidence satisfies 
that the railroads are maintained in excellent condition, that 
they are efficiently and on the whole economically managed 
and operated, and are rendering commendable service. Justice 
to the thriving people they serve does not require that the 
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owners of these railroad properties should be deprived of a fair 
return upon their values. To deprive them of such a return 
would prevent advances and tend to compel reductions in the 
wages and salaries of their employes, would tend to prevent the 
extension of their lines into portions of the state where the 
development and accommodation that railroad service assures 
would be welcome and may be needed, to deteriorate the charac- 
ter of the service they render, and to retard the general pros- 
perity. The legal rate of interest on a debt in Minnesota, in 
the absence of contract, is 6 per cent., and by contract it may be 
10 per cent., per annum. Rev. Laws Minn. 1905, § 2733. Ra- 
tional investments in agricultural, manufacturing, mercantile, 
and other industrial pursuits, and even well-secured loans, 
yield returns in Minnesota corresponding with these lawful 
rates. Investments in railroads and the returns thereon are at 
the risk of failures and partial failures of crops, of the disasters, 
delays, and expenses of unusual storms, snow, and cold, of the 
great financial disasters which occasionally prevent or delay the 
movement of traffic, and of the burden of continuous operation 
whether profitable or unremunerative. It is an axiom in eco- 
nomics that the greater the risk the greater must the return be 
upon invested capital, and the conclusion isirresistible that a net 
return of 7 per cent. per annum upon the respective values of 
the properties of these companies in Minnesota devoted to 
transportation is not more than the fair return to which they 
are entitled under the Constitution of the United States. 


§ 763. United States Circuit Court, 1911—7% the minimum 
reasonable return—Telephone. 
Cumberland Telephone and Telegraph Company v. 
City of Louisville, 187 Fed. 637, decided April 25, 1911, 
is a suit to enjoin the enforcement of a rate ordinance. 
An injunction was granted. In fixing 7% as a fair rate of 
return District Judge Evans considered that the ordinary 
risks of the business were increased in this case on account 
of the existing competition of another telephone company 
and on account of the risk involved in the necessity for 
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contesting the validity of municipal ordinances similar to 
the one at present in question. He says (at page 658): 


After much consideration of the subject and of the testimony 
heard thereon we have reached the conclusion that the com- 
plainant company is entitled to be allowed to earn, if it can, 
as much as 7 per cent. annually on the fair value of its property 
devoted to the public use in this city before its rates can fairly 
be reduced by legislative regulation. 


§ 764. United States Circuit Court, 1911—6%, plus 14% 
for lean years, a fair return—Railroad. 

In re Arkansas Rate Cases, 187 Fed. 290, decided May 3, 
1911, is a suit to enjoin enforcement of freight and pas- 
senger tariffs promulgated by the Arkansas Board of 
Railroad Commissioners. A permanent injunction was 
granted. District Judge Trieber says (at pages 346, 347): 


That under the laws of this state competitive roads may at 
any time be constructed is no doubt true; but the stringent 
regulations under the national and state laws now in force have 
made the construction of railroads for the mere speculative 
purpose of selling bonds and stocks, regardless of a legitimate 
demand or necessity, too unprofitable for promoters and specu- 
lators to indulge in. The court therefore concludes that net 
earnings which will give the owners a return of 6 per cent. per 
annum on the actual value of the property are fair, provided, 
of course, that the rates necessary to make whatever net profits 
the court finds the owners to be entitled to are reasonable, and 
not so high as to be oppressive to those compelled to make use 
of the roads. ... 

But when such a limitation of profits is adopted, as the con- 
struction of railroads is beneficial and necessary for the develop- 
ment of a country, and for that reason it would be against the 
public welfare to discourage them, provision should be made 
for making this limited profit as nearly permanent and uniform 
as is possible by providing a surplus for those years when, owing 
to contingencies likely to arise at any time, the net earnings 
will not yield a sufficient fund for such earnings. . . . Too 


7 
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much rainfall, hot winds, destructive storms, or other unfavor- 
able conditions, which may cause failures of crops, and which, 
in an agricultural state, such as this is, will very materially 
affect the earnings of its railroads. Continued rainstorms, 
which are not so unusual in this section that they should not 
be taken into consideration, may cause washouts and damage 
to the tracks and bridges, to replace which will materially reduce 
the net earnings. Breaks in the levees of the Mississippi or 
other rivers now protecting these roads and the lands served 
by them may cause sufficient destruction to wipe out all profits 
of that year. It frequently happens that many miles of railroad 
have to be abandoned, or reconstructed to an extent to make 
the cost equal to the construction of a new road for that section. 
Bridges must be in time renewed, and with the continual increase 
of weight of locomotives and cars must at times be rebuilt. . . . 

Ought not all these matters be taken into consideration, and 
provision made for emergencies which experience teaches the 
roads are at all times subject to and which at any time may 
occur? To provide for these the court is of the opinion that, in 
addition to the 6 per cent. earned when everything is prosperous 
and no extraordinary losses by casualties have been sustained, 
an allowance of 1.5 per cent. additional for a surplus fund 
should be made. 


§ 765. Nebraska State Railway Commission, 1911—8% a fair 
return —Street railway. 

The Nebraska State Railway Commission, in the matter 
of the application of the Lincoln Traction Company to 
increase its rate of fare, decided May 17, 1911, discusses 
the fair rate of return as follows: ® 


The Commission must protect the public’ against unjust 
charges for service, discrimination and inadequate facilities, and 
at the same time give encouragement to the introduction and 
maintenance of such utilities as are demanded by the economic 
conditions of the community. In other words, the Commission’s 
primary function is not that of protecting property from con- 


8 Annual report Nebraska State Railway Commission, 1911. 
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fiscation, but rather that of encouraging the development of 
such utilities as the best interests of the community demand, 
at the same time conserving the rights of the public in their 
establishment. 

We believe that it is to the interest of nh state, where the 
introduction of street car and interurban service has not yet 
been fully developed, to adopt a policy that will encourage, 
rather than a narrow policy that will discourage, the invest- 
ment of money in such enterprises. We believe that the com- 
petition for capital in the various lines of industry will prevent 
investment in such undertakings unless a proper degree of liber- 
ality is shown by the state. 

No hard and fast rules can be established in respect to a 
fixed rate of income upon investments of this nature, but we 
have no hesitancy in saying that under ordinary conditions, 
where the good faith of the company and its fairness with respect 
to its patrons appears, the maximum return to such investors 
(provided the rate charged is not an unusual one) should not 
exceed 3 per cent. in excess of the customary and existing rate, 
of interest received by those whose investments are represented 
in fixed interest-bearing securities. In other words, the building 
of electric lines should be encouraged and the returns upon 
such investments should be sufficiently large to attract capital 
to such enterprises. If the rate of interest on fixed interest- 
bearing securities in any given locality is 5 per cent., a maximum 
return to the investors in electric railways would not be un- 
reasonable or excessive at 8 per cent. 


§ 766. United States District Court, 1911—3.97% return is 
confiscatory —Water Company. 
In Spring Valley Water Works v. San Francisco, 192 Fed. 
137, decided October 21, 1911, District Judge Farrington 
says (at page 192): 


I am satisfied that each ruling cited is correct. The reasons 
given in their support, amply justify my present conclusion that 
rates which yield a net return of no more than 3.56 per cent., 
as in the 1903 case, 3.74 per cent., as in the 1904 case, and 3.97 
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per cent., as in the 1905 case, are unreasonably low, unjust, and 
confiscatory. 


§ 767. Arkansas Supreme Court, 1911—6% to 10% a fair re- 
turn—Legal rate of interest—Electric Company. 

Arkadelphia Electric Light Co. v. City of Arkadelphia, 
137 S. W. 1093, 96 Ark. —, decided May 1, 1911, is a 
suit to enjoin the enforcement of rates for electricity 
fixed by city ordinance. Both the lower court and the 
Supreme Court of Arkansas upheld the validity of the 
prescribed rates. Judge Kirby in delivering the opinion 
of the Supreme Court speaks of the rate of return as 
follows (at page 1097): 


The testimony shows that 10 per cent. is not an unrea- 
sonable amount to be set aside as a reserve or sinking fund for 
repairs and replacement, and, deducting that amount $1,600 
from said income, we have left $1,603, or a dividend of 10 per 
cent., upon the amount invested, which was the dividend one 
of the directors testified was being paid, and that the company 
was also maintaining a reserve. If the value of the capital of 
the company be estimated at the full $20,000 which it claimed 
was the amount of the paid-up stock, although its president 
could only show the amount of $16,000 by his inventory after 
deducting for replacement, there still remains enough to pay a 
dividend of 6 per cent. While if the value of the plant was no 
greater than estimated by Dempsey after deducting the 10 per 
cent. for replacement, we have remaining $2,099.39, or a divi- 
dend of 19 per cent. The company is entitled to a reasonable 
return on the fair value of its property devoted to the public 
use. Willcox v. Gas Co., 212 U.S. 19, 29 Sup. Ct. 192, 53 L. ed. 
398. : 

The legal rate of interest in this state is 6 per cent., and 
the contractual rate is 10 per cent. beyond which lenders are 
not allowed to go in charging for their money, and the com- 
pany can not complain of the rates as unreasonable and confis- 
catory, that provide uniformity of charge for all customers in 
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accordance with the amount of the commodity actually con- 
sumed by each, and permit it to realize, in any event, more 
than the legal rate of interest on its investment, and probably 
the contractual rate permitted by law, after deducting 10 per 
cent. as a reserve fund for replacement and renewal of the 
plant. 


§ 768. Missouri Supreme Court, 1911—6% a reasonable re- 
turn —Telephone. 

Home Telephone Company v. City of Carthage, 235 
Mo. 644, 139 8. W. 547, decided March 21, 1911, involves 
the validity of telephone rates fixed by city ordinance. 
The court sustained the validity of the rates. The court 
estimated that without allowing for depreciation the net 
income under the rates amounted to 11144%. In delivering 
the opinion of the court, Judge Kennish says (at page 551): 


In this case complainant asserts its right to a net return, as 
a profit on its investment, of at least 6 per cent., and, under 
the facts and circumstances in evidence, we are of opinion 
that rates which would yield a less return upon complainant’s 
property would be unreasonable law and could not be sustained. 


§ 769. Washington Supreme Court, 1911—7% a fair return— 
Electric railway. 

Puget Sound Electric Railway v. Railroad Commission, 
64 Wash. —, 117 Pac. 739, decided September 16, 1911, 
is an interurban railway rate case. The court sustained 
the rates fixed by the Railroad Commission of Washington. 
It intimates that even a 6% return might not be con- 
fiscatory. Judge Morris in delivering the opinion of the 
court says (at page 748) : 


Upon the question of the proper rate to be allowed ap- 
pellant as an adequate return for the capital invested in its 
business, it is apparent that no particular rate can be fixed 
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which will alike fit all cases. . . . The president of the company, 
a man of large financial affairs and experience in this section 
of the state, testified that the prevailing rate of interest on 
loans running for a long time and backed by first-class security 
was 7 per cent.; on ordinary commercial paper the rate was 
8 per cent. It appears in the record here that the appellant 
has loaned to its allied corporation, the Tacoma Railway & 
Power Company, the sum of $2,250,000, on its promissory notes, 
at 6 per cent., raising the amount by an issue of bonds. It 
seems to us this meets the rule announced in the Willcox Case— 
an investment made in the same locality, in an enterprise of a 
similar nature, with approximately the same attendant risk. 
If appellant regards 6 per cent. as a proper return for its in- 
vestment in the Tacoma Railway & Power Company, it should 
be willing to accept 7 per cent. as a proper return for its in- 
vestment in its own property. 


§ 770. United States Circuit Court, 1911—8% a fair return— 
Water Company. 
Des Moines Water Co. v. City of Des Moines, 192 Fed. 
193, decided September 16, 1911, is a water rate case. 
District Judge McPherson says (at page 198): 


The greater the hazard, the higher the rate of interest. A 
farmer who observes his contracts and pays his debts can get 
a loan at a low rate of interest by a mortgage on his farm. A 
man whose credit is not good, and who can only tender security 
of a doubtful character, must pay a high rate of interest. 
This has always been so, and always will remain so. The fact 
that the company’s charter may be revoked by a forced sale, 
or that it may expire at the end of twenty-five years, and that 
it will be continuously kept in litigation, are all hazards, which 
in other business enterprises would increase the rate of interest 
that the borrower must pay, and justly entitles it to a higher 
rate of earnings than if its earnings were certain and fixed, and 
were in perpetuity or of long duration. . . . Considering the 
hazards and liabilities, some of them certain and others contin- 
gent, and some of them destructive, an eight per cent. return is 


686 VALUATION [§ 771 


moderate. But this proposed ordinance would allow nothing 
like eight per cent. 

All fair-minded people should readily agree, and the defend- 
ant city and its officers ought to agree, that reasonable returns 
should be allowed to not only these investments, but these 
dangers and hazards, which clearly are to be taken into account, 
under the authorities. 


§ 771. New York Court of Appeals, 1911—Fair rate of return 
a question of fact to be determined by lower court—Tax 
Case. . 

People ex rel. Manhattan Railway Company v. Wood- 
bury, 203 N. Y. 231, 96 N. E. 420, decided October 17, 
1911, is a special franchise tax case. The value of the 
special franchise was determined by the net earnings 
rule which provides for the capitalization of the surplus 
net earnings after allowing a 6% return on the value 
of the tangible property. The Court of Appeals held 
that the question of what is a fair and reasonable return 
is a question of fact and therefore a question to be de- 
termined on the evidence by the courts below. Judge 
Gray in delivering the opinion of the court says (at 
page 235): » 


Whether the rate of return to be allowed to the relator upon 
its tangible property, or whether the rate at which the net in- 
come should be capitalized, should be six per cent., as deter- 
mined below, was a question of fact decided upon, concededly, 
conflicting evidence and is one with which, therefore, this 
court should not interfere. In the Jamaica Water Supply Com- 
pany’s Case (196 N. Y. 39), the character of the plaintiff’s 
business affected the question of the rate of capitalization of 
net income; a consideration which, I think, does not obtain 
in this case. 


§ 772. New York Public Service Commission for the First 
District—714% a fair return—Gas Company. 
Mayhew v. Kings County Lighting Company, 2 P. S. C. 
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1st D. (N. Y.) —, decided October 20, 1911, is a gas 
rate case. Commissioner Maltbie says: 


After considering all factors, including those just mentioned, 
the Commission has concluded that in view of all circumstances 
a fair rate of return for the years from 1911 to 1913 should not 
exceed 71% per cent. In the Queens Borough case, the finding 
was 8 per cent., and in the Brooklyn Borough gas rate case 
the complaint was dismissed because the earnings did not in- 
dicate a return of more than 7.6 per cent. upon a low valuation 
of the property. But both of these companies operate under 
less favorable conditions than does the Kings County Com- 
pany, and, in order that all may be dealt with fairly, the rate 
of return should reflect these varying conditions. 

In fixing the fair rate of return, the Commission has had in 
mind the principles adopted elsewhere in this opinion. If these 
were varied, it is probable that the rate of return should be 
altered. 

It should be pointed out that a return of 714 per cent upon 
the whole amount is equivalent to a dividend rate of 10 per 
cent. upon stock equal to one-half of the fair value, if bonds to 
the amount of one-half were financed upon a 5 per cent, basis; or 
9 per cent. dividends, if bonds were sold on a 6 per cent. basis. 
(For detailed discussion of this phase, see Queens Borough opin- 
ion.) As a matter of fact, the last issue of bonds was sold by 
the company on a 5.1 per cent. basis, notwithstanding the fact 
that more than one-half, indeed all, of the fair value is repre- 
sented by bonds. 


§ 784. Review of attitude of isauroine Court of the United 
States. 

The attitude of the Supreme Court of the United States 
in relation to what constitutes a fair return has been a 
slow evolution. As noted in §3 the Supreme Court 
held in 1876 that it had no power to declare void an act of 
a legislature fixing rates but this position of the court 
was later gradually modified and reversed. Up to the 
present time statutes or regulations fixing rates have only 
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been annuled by the Supreme Court in a few cases where 
the confiscatory nature of the rates fixed was so apparent 
that it was unnecessary to determine or discuss what 
constitutes a fair rate of return. Justice Moody in Knox- 
ville v. Water Company, decided January 4, 1909, reviews 
these cases as follows (at page 17) :° 


It can not be doubted that in a clear case of confiscation it 
is the right and duty of the court to annul the law. Thus in 
Reagan v. Farmers’ Loan & Trust Company, 154 U. 8. 362, 
where the property was worth more than its capitalization, 
and upon the admitted facts the rates prescribed would not 
pay one-half the interest on the bonded debt; in Covington 
&e. Turnpike Company v. Sandford, 164 U. 8. 578, where 
the rates prescribed would not even pay operating expenses; 
in Smyth v. Ames, 169 U. 8S. 466, where the rates prescribed 
left substantially nothing over operating expenses and cost of 
service; and in Hx parte Young, supra, where, on the aspect 
of the case which was before the court, it was not disputed 
that the rates prescribed were in fact confiscatory, injunctions 
were severally sustained. 


In the few cases in which rates fixed have been sustained 
by the Supreme Court there has been some discussion or 
reference to specific rates of return. Thus in Stanislaus 
County v. San Joaquin, etc., Company, decided January, 
1904 (see § 739), it was held that a law limiting the re- 
turn of an irrigation company to 6% was not confisca- 
tory. In Knoxville v. Water Company, decided January 4, 
1909 (see § 752) the court found that the company would 
secure at least a 49% return and, though upholding the 
rates in question, states, by Justice Moody, ‘‘We do not 
feel called upon to determine whether a demonstrated 
reduction of income to that point would or would not 
amount to confiscation.”’ The same day, January 4, 1909, 


» Knoxville v. Water Company, 212 U.S. 1, 29 Sup. Ct. 148, 53 L. ed. 371, 
January 4, 1909. 
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the same court handed down another decision, Willcox v. 
Consolidated Gas Company (see § 751). Here the opinion 
is by Justice Peckham and there is considerable discus- 
sion as to what constitutes a fair return. He concludes: 
‘Taking all facts into consideration, we concur with the 
court below on this question, and think complainant is 
entitled to six per cent. on the fair value of its property 
devoted to the public use.’”’ In Cedar Rapids Gaslight 
Company v. Cedar Rapids, decided March 11, 1912 (see 
§ 759), the Supreme Court affirms the decree of the state 
court allowing 6% as a fair return. Justice Holmes states 
that the attitude of the state court has been “‘fair.”’ 


§ 785. Review of attitude of federal and state courts. 

In the federal and state courts there are numerous 
cases in which specific rates of return have been held to 
be either confiscatory or non-confiscatory or have been 
held to be the fair rates of return. Up to 1911 there was 
scarcely any judicial authority for a rate of return higher 
than 5% or 6%. Among the cases prior to 1911 listed 
in §$ 731-759, there are only two that fix the rate of 
return above 6% (see §§ 744, 747). The legal rate of 
interest, usually 6%, has apparently exerted great in- 
fluence with the courts in the determination of the fair 
rate of return. 1° The idea seems to be that so long as the 
company is permitted to earn the legal rate of interest 
there can be no question of confiscation. 

The decisions of 1911 (see §$ 760-772) indicate that 
the federal courts are now inclined to allow higher rates 
of return than formerly. Instead of 5% or 6% the pre- 
vailing rates in the 1911 decisions are 7% and even 8%. . 
The higher rates may be partially attributed to the 
influence and example of the state regulatory commis- 
sions. , 


10 See §§ 738, 743, 746, 747, 756. 
44 
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§ 786. Attitude of courts and commissions contrasted. 

The general tendency of the state commissions has been to 
be quite conservative in fixing fair value for rate purposes 
but quite liberal in fixing the fair rate of return upon such 
valuation. On the contrary the courts have in general 
been liberal in fixing fair value but have been conservative 
as regards the rate of return. This arises doubtless from 
two reasons. First, the courts are always ready to defend 
property rights and the valuation seems to be more 
directly connected with the prevention of confiscation 
than does the rate of return. Second, the courts have 
not been clear as to just how far they should go in regard 
to the rate of return. Some of the earlier decisions merely 
indicated that the company should be allowed to earn 
some return.. In Smyth v. Ames, decided in 1898, the 
Supreme Court for the first time clearly laid down the rule 
that what the company was entitled to was a fair return 
on the fair value of its property. There still remained 
considerable uncertainty as to whether the fair ‘return 
_ required by the constitution was to be measured by the 
same standards as the fair return that would satisfy the 
best standards of public policy in the encouragement 
of public service enterprises. Doubtless the state com- 
missions have for the most. part deemed it necessary for 
them to take this latter view point while the courts for 
the most part have not thought it proper to consider the 
effect of a given rate of return on the future development 
of public utility enterprises, but merely to conserve in- 
vestments already made. 


§ 787. Distinction between fair return in an administrative 
and judicial sense. 

In Columbus Railway and Light Company v. City of 

Columbus ™ the special master in his report clearly dis- 


11 Columbus Railway and Light Company »v. City of Columbus, no. 1206, 
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tinguishes between what is a reasonable return judicially 
considered and what is a reasonable return in an adminis- 
trative or public policy sense (see § 743). In Louisville 
and Nashville Railroad Company v. Siler, 186 Fed. 176, 
189, decided January 9, 1911, the court says: 


What may be a reasonable rate or return, as a matter of legal 
policy, having due regard to encouraging the investment of 
capital in railroad enterprises is one question; but when the 
inquiry becomes a judicial problem, to be considered as in- 
volving the taking or not taking of the railroad’s property, 
it is essentially a different question. The law makers, dealing 
with the legislative problem, might think that in successful busi- 
ness years a maximum return, for example, of 10% upon the 
investment would be reasonable. The courts, dealing with the 
judicial problem, are affected by locality and attending risks 
and circumstances involved in the particular case, and appar- 
ently insist upon only a miminum return to the owner of prop- 
erty devoted to public use which will be reasonable (say, for 
example, 6%) upon the properly computed investment. 


§ 788. Same distinction upheld by California Supreme Court, 
1911. 

The same view is expressed in a more extreme form in 
the case of Contra Costa Water Co. v. City of Oakland, 
159 Cal. 323, 113 Pac. 668, decided January 19, 1911, Su- 
preme Court of California. This case involves the validity 
of water rates fixed by the City of Oakland. The decision 
of the court was favorable to the city. In regard to rate 
of return the court says (at page 671): 


Upon the record we were compelled to assume that the or- 
dinance would give a net return to the stockholders, after pay- 
ment of all expenses, including taxes, and with sufficient allow- 


in equity, Circuit Court of the U.S., S. D. of Ohio, E. D., Report of Special 
Master T. P. Linn, June 8, 1906. 
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ance for annual depreciation of the value of the property, of 
4.682 per cent. per annum. The trial court has not in terms 
found that this percentage is unreasonable, but, in view of the 
nature and purpose of this proceeding, the finding that a fair 
return to plaintiff is 7 per cent. on the value of its plant, in- 
volves, by necessary implication, a finding that any lesser rate 
of return is unreasonable. As to this return (4.682 per cent.), 
we said that while we were not to be understood as intimating 
that such a return would be considered by us a full and fair 
return under all the circumstances, were we engaged in the 
exercise of the function of fixing rates, we did not believe that 
upon the record before us a court would be warranted in hold- 
ing it to be beyond the power of a legislative body to fix, in 
other words, that upon the record before us we could not hold 
that the rates fixed were confiscatory. We see no reason for 
modifying our expression of views in this regard. This con- 
clusion does not involve any contradiction of the proposition, 
earnestly advanced by respondent, that the question whether 
the percentage of return allowed by a rate-fixing ordinance is 
reasonable or unreasonable is one of fact, to be determined in 
the first instance, like other questions of fact, by the trial court, 
upon the evidence given in the particular case. In the effort 
to determine whether a given rate is or is not confiscatory, two 
elements must necessarily be inquired into. First, the court 
must ascertain the value of the property upon which the plain- 
tiff is entitled to seek a return, and, second, it must determine 
what is the percentage of return to which the plaintiff is en- 
titled upon such value. In order to say whether or not a given 
scale of charges will take property without just compensation, 
it is as essential to know what is a fair ratio of return upon 
property devoted to the use in question as it is to know what 
amount or value of property is so devoted. The range of ju- 
dicial investigation must be as wide in case of the one element as 
in that of the other. If the rates fixed yield less than the lowest 
percentage of profit which is ordinarily obtained in the locality 
upon equally safe and permanent investments in enterprises of 
a kindred character the regulation is as clearly confiscatory as 
if no return at all is provided upon a portion of the property 


Se 
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actually employed. The ultimate issue is whether the ordi- 
nance deprives plaintiff of its property without just compensa- 
tion, but, in order to answer this issue in the affirmative, the 
trial court must find, either in terms or impliedly, that the re- 
turn allowed will give less than the lowest reasonable percentage 
of profit upon the actual value of the property devoted to the 
public use. In fixing upon such percentage, however, the court 
is not to act upon what it, as an original question, might think 
to be fair and reasonable, but is, rather, to determine what 
is the lowest percentage which could properly be thought by 
the rate-fixing body to be fair and reasonable. On this question, 
there must be a certain range of discretion which may be tra- 
versed by the city council without infringing upon constitu- 
tional rights. If the ordinance gives a rate of return which, 
although low, is not palpably unreasonable, the court is not 
to upset the action of the council because it may think a higher 
rate more appropriate. The presumption is in favor of the 
validity of the legislative determination, and the burden is on 
the party attacking the rate fixed to show its invalidity. Ap- 
plying these principles, we held, in our former opinion, and 
now hold, that the evidence in this case did not warrant a 
finding that a net return of 4.682 per cent. was less than the 
lowest rate of return which the city council might fairly have 
determined to be just. We did not, and do not, intend to de- 
clare that this rate is, as matter of law, adequate or above the 
dividing line which separates lawful regulation from confisca- 
tion. The minimum rate of percentage justly returnable must, 
in any other case, or in another trial of this case, be determined 
upon the evidence introduced in the trial of the particular case. 
All this, we think, is, in effect, stated in the original opinion. 
We have here amplified the discussion in order to meet the 
fears, expressed by counsel petitioning for a rehearing, that 
our decision would be taken as announcing, as a rule of law 
applicable to all cases and under all circumstances, that a 
net return of 4% per cent. upon property devoted to a public 
use will not be regarded by the courts as confiscatory. As to 
all other questions, we adhere to the views expressed in the 
opinion. 
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§ 789. Federal court in San Francisco Water Rate Case, 1908. 

In Spring Valley Water Company v. San Francisco, 
165 Fed. 667, decided October 7, 1908, District Judge 
Farrington apparently takes the ground that there is only 
one fair return and that that return can not be diminished 
in any degree without confiscation. As he fixes the fair 
return for the purposes of this case at 5% it seems probable 
that he is using the term in its constitutional sense and 
without relation to good public policy in the development 
of new enterprises. He says (at page 678): — 


Under the law the company is entitled to a just and rea- 
sonable compensation for the use of that portion of its property 
which is employed in collecting water and bringing it to the 
people of San Francisco. This just and reasonable compensa- 
tion is property, and up to and including the full measure of 
that which is just and reasonable it is the property of the com- 
plainant; it can not be taken, directly or indirectly, by the 
power of the state for public use without due process of law. 
To say that a body of rates which affords some compensation, 
but something less than a reasonable compensation, is not 
confiscatory, is simply to say that the Constitution protects a 
portion but not. all of a man’s property. If the Supervisors 
have the power, and it is their duty to prescribe just and rea- 
sonable rates, and the court has the power to decide whether 
such rates are reasonable, and to annul ordinances in which 
the rates prescribed are unjust and unreasonable, it must fol- 
low that ‘‘the court has no power,”’ as Judge Morrow says in 
Spring Valley Waterworks v. San Francisco, infra, ‘‘to diminish 
the measure of what is just compensation in any degree.” 


§ 790. Responsibility of regulatory commissions. 

The courts seem inclined to place at least some of the 
responsibility for securing a fair treatment of public 
service enterprises upon the state regulatory commissions 
and authorities. Justice Timlin in the majority opinion 
in Minneapolis, St. P. & S. 8. M. R. Co. v. Railroad Com- 
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mission, 1386 Wis. 146, 165, 116 N. W. 905, 17 L. R. A. 
(N. 8.) 821, decided June 5, 1908, states: 


In reviewing the order of the Railroad Commission the in- 
quiry is not whether the rate, regulation, or service fixed by the 
Commission is just and reasonable, but whether the order of the 
Commission is unreasonable or unlawful. The nature of the 
inquiry is changed at this point, and the court is not investigat- 
ing for the purpose of establishing a fixed point. Whether or not 
the order is within the field of reasonableness, or outside of its 
boundaries, is the question for the court. It is quite a different 
question from that which was before the Commission in this 
respect. The order being found by the court to be such that 
reasonable men might well differ with respect to its correctness 
cannot be said to be unreasonable. From this aspect it is within 
the domain of reason, not outside of its boundaries. This is the 
viewpoint of the reviewing court. 


Somewhat similar in purport are the remarks of Justice 
Moody in Knoxville v. Knoxville Water Company, decided 
January 4, 1909: !? 


The courts, in clear cases, ought not to hesitate to arrest the 
operation of a confiscatory law, but they ought to refrain from 
interfering in cases of any other kind. Regulation of public 
service corporations which perform their duties under con- 
ditions of necessary monopoly, will occur with greater and 
greater frequency as time goes on. It is a delicate and danger- 
ous function, and ought to be exercised with a keen sense of 
justice on the part of the regulating body, met by a frank dis- 
closure on the part of the company to be regulated. The courts 
ought not to bear the whole burden of saving property from 
confiscation, though they will not be found wanting where the 
proof is clear. The legislatures and subordinate bodies, to whom 
the legislative power has been delegated, ought to do their part. 
Our social system rests largely upon the sanctity of private 


12 Knoxville v. Water Company, 212 U. 8. 1, 18, 29 Sup. Ct. 148, 53 L. 
ed. 371, January 4, 1909. 
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property and that State or community which seeks to invade 
it will soon discover the error in the disaster which follows. 
The slight gain to the consumer, which he would obtain from 
reduction in the rates charged by public service corporations, 
is as nothing compared with his share in the ruin which would 
be brought about by denying to private property its just re- 
ward, thus unsettling values and destroying confidence. On 
the other hand, the companies to be regulated will find it to their 
lasting interest to furnish freely the information upon which a 
just regulation can be based. 


§ 791. Elements of a reasonable return—Wisconsin Railroad 
Commission. 

In State Journal Printing Company v. Madison Gas 
and Electric Company, 4 W. R. C. R. 501, 626-649, de- 
cided March 8, 1910, the Wisconsin Railroad Commission 
considers at considerable length the question of a fair rate 
of return. The Commission says in part: 


The rate that may be considered a reasonable return for inter- 
est and profits on the investment undoubtedly varies with the 
circumstances. Generally speaking, however, it can perhaps 
be said that under normal conditions it consists of the ordinary 
rates for capital similarly invested, and that are sufficiently 
high to encourage investors to enter such enterprises. . . . 

While public utilities are subject to many conditions that 
tend to increase the risks under which their business is carried 
on, they are also afforded a great deal of protection that is of 
considerable value to the investors. This protection has its 
source partly in legal provisions, and partly in the fact that, 
after all, such utilities are natural monopolies and are engaged 
in furnishing services that have practically become necessities 
and for which there appear to be no effective substitutes. While 
the investors in gas and electric light plants are exposed to 
certain hazards or risks, these risks, while greater than the risks 
which obtain for money placed, say, in trust companies and 
good mortgages, are not, on the whole, as great as those which 
obtain in ordinary competitive enterprises. . 
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The rates of return upon the investment are usually divided 
into interest which goes to those who furnish the capital, and 
profits which go to those who assume the responsibility and 
direction of the business. The rate of interest depends on the 
supply and demand for capital, and is, therefore, lower where 
the risks are low and where the troubles involved in looking 
after the investments are small, than where these elements are 
greater. That this should be the case, is only natural, for few 
are willing to assume risks and responsibilities unless they are 
compensated therefor in some form, or unless the prospects 
for such compensation are fairly good. There are other factors 
than those given which also affect the rate of interest, such 
as the readiness with which the money may be withdrawn, 
the location and nature of the industries, etc., which have 
been fully described in other decisions, but these are, perhaps, 
in most instances of smaller importance. Money placed in 
savings banks, trust companies and good mortgages yield from 
about 4 to about 5 per cent. In the case of such investments 
the risks are very small and they require but little care or trouble. 
These rates consist mostly of pure interest and can, perhaps, 
be regarded as the minimum rates that are obtained by the 
ordinary investors. Money invested in good bonds for which 
there is a ready market bring no more than the above rates, 
if as much. Bonds and mortgages of a somewhat lower grade 
yield from 6 per cent. up to 8 per cent. or more, and commercial 
paper brings from 6 to perhaps 10 per cent. or better. In fact, 
there are such variations in both the character of the invest- 
ments and the rates they yield, that it is difficult, if not im- 
possible, to properly classify them. .. . 

Risks are much greater in some industries than in others. 
Where the products depend upon fashions, the season, or 
where they are of a perishable character, the risks may be ex- 
tremely great. In other undertakings, where competition is 
in every respect unrestricted, they are also considerable, though 
perhaps, on the whole, less than the cases just mentioned. 
Where some special favor, such as patent rights, monopoly 
powers, or some privilege of this character is enjoyed, the risks 
are, of course, less, and in some cases may be very small. As 
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risk is an element that is likely to affect the supply of both 
business capacity and capital, it is often found that, for those 
who are successful, the profits are much higher where the risks 
are great than where they are comparatively small. That this 
should be the case, is only natural; for, after all, those among 
the investors are comparatively few who do not attach consid- 
erable importance to safety or who are not willing to concede a 
part of their possible profits for an increase in the security of 
their investments. 

As already pointed out, the greatest risks usually prevail in 
competitive undertakings. In these there is a constant struggle 
between the competitors to reduce the cost of production and 
to bring about other changes that will give them some advan- 
tage in the markets. Such producers have no way of controlling 
the supply of their products, and since the prices of the same 
are therefore beyond their control, they are apt to suffer from 
any improvement in the method of production on the part of 
any of their competitors that tends to either reduce the cost 
of these products or to enhance the demand for them in the 
market. The uncertainties or risks that are arising from these 
and similar sources are often extremely great. Even the ablest 
and most foreseeing of the producers are often taxed to the 
utmost in holding their own in the market. In cases where 
they are protected by patent rights or enjoy other advantages 
of this nature, the risks are, of course, somewhat reduced. 
But the security which is derived from such sources is not 
permanent. Patent rights expire. Improvements, both in 
organization and in methods and machinery, are constantly 
going on. Advantages of this kind are, therefore, apt to dis- 
appear at almost any moment. 

In industries where certain monopoly conditions prevail, 
such as public utilities, competitive risks are, of course, of much 
smaller importance. In such industries the supply is under 
control and there is no direct competition in the sale of their 
products or services. ... 

But there are, in public utilities as well as in other industries, 
other than competitive risks. In the construction and opera- 
tion of such plants many accidents may be met with and many 
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mistakes may occur. While some of these might have been 
foreseen and prevented, others may be beyond human intelli- 
gence and grasp. Many examples of this might be mentioned. 
Such plants may also be injured by the diversion of the growth 
of the city in a different direction from that expected when the 
plants were built; by the failure of the city to grow as rapidly 
as expected or as rapidly as the plant had made preparations 
for; by the failure of the city to grow at all, as well as by de- 
creases in its population. ... 

In view of the facts that have thus been presented in relation 
to this subject, it may be said that the witnesses for the respond- 
ent placed that part of the return on the investment which 
might properly be termed profits at rather high figures; and 
that under the circumstances in this case it is not unreasonable 
to limit the profits to from 11% to 2 per cent. on a fair valua- 
tion of the gas plant and from 2 to 2) on a fair valuation of 
the electric plant. Such rates, in addition to an allowance of 
6 per cent. in each case for interest, would seem to be fair to 
present owners as well as sufficient to secure both the business 
capacity and capital that are required in this particular case. 
It would not be unreasonable to limit the returns for both in- 
terest and profit to not less than from 71% to 8 per cent. on a 
fair valuation of the gas plant, and to not less than 8 per cent. 
on a fair valuation of the electric plant. . . . 

In passing upon these matters, however, it should be borne in 
mind that under present industrial conditions the best interests 
of society, as a whole, are subserved when the share of each 
factor of production is high enough to cause a free and unre- 
stricted flow of labor, capital and business ability into the vari- 
ous utilities. If wages, interest and profits are not high enough 
to attract the factors which they represent, then these factors 
will not enter the utility business. The result of this is clear. 
If either or all of the factors refuse to enter this field, then no 
service of the kind these utilities render will be furnished, and 
the people may have to forego what may have become necessi- 
ties to them. In order to obtain such service, therefore, it is 
absolutely necessary that the wages paid should be high enough 
to attract competent workmen, superintendence and manage- 
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ment; that the interest paid on the capital legitimately invested 
should be sufficient to attract the necessary capital into these 
enterprises; and that the speculative and other gains should be 
high enough to induce employers to enter these industries as 
co-ordinators of the other factors of production therein and as 
assumers of all risks and responsibilities that are involved in 
their operation. From these facts there is no escape. From 
this it also follows that the rates fixed for the services rendered 
by such utilities must, in the long run, be high enough to attract 
the various factors of production, or to induce the employer to 
enter upon such enterprises and to become responsible for the 
risks that are involved. 


§ 792. Ordinary method of financing in its relation to fair rate 
of return. 

In considering a fair rate of return it is important to 
bear in mind that a large proportion of the capital of pub- 
lic service enterprises is furnished by the bondholders 
who receive only a prescribed rate of interest. The profits 
are divided among the stockholders who are supposed to 
assume the management and risks of the enterprise. A 
rate of return slightly in excess of the interest rate on the 
bonds will therefore bring to the stockholders a very fair 
dividend. This fact is clearly brought out by Com- 
missioner Maltbie in delivering the opinion of the New 
York Public Service Commission for the First District in 
Mayhew v. Kings County Lighting Company, 2 P. 8. C. 
Ist D. (N. Y.) —, decided October 20, 1911. He says: 


The ordinary method of raising funds must also be considered, 
for money can be secured by the issuance of bonds at a lower rate 
than stockholders demand. Other things being equal, the rate of 
interest which must be paid increases as the proportion of the 
capital raised by the issuance of bonds increases. Under ordi- 
nary circumstances, a public service corporation would be con- 
servatively financed if one-half or two-thirds of the funds needed 
were secured by first mortgage bonds and the remainder by 
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the issuance of capital stock. In a case such as the one now 
being considered, probably one-half of the cost of the plant 
could be raised by the issuance of first mortgage bonds upon a 
basis of from 5 to 6 per cent. Asa matter of fact, the par value 
of the bonds of the present company is equal to the stock. It 
is also probable that a return of from 8 to 10 per cent. upon 
the stock would attract sufficient capital to provide the re- 
mainder. 

The following table illustrates the results of certain combi- 
nations of the above factors: 


Average 
rate of 
Proportion of cayi- Rate of Proportion of _ Per cent. return 
Case. tal represented return capital represented of return ‘upon entire 
by bonds. thereon. by stock. thereon. investment. 
1 “/o | Ho 10 8% 
2 1 5 /. Le 10 Tela 
3 se 5 ve 9 7 
4 1/, 5 Me 8 6'/. 
5 aie 6 oie 10 Tis 
6 aig 5/5 We 10 7 
a le 5 ae 9 ie 
8 te 5 is 8 6 


To illustrate, assume that the amount of money to be raised is 
$3,000,000 that one-half of this amount will be raised through 
bonds and one-half through stock, that bonds are sold upon a 
5 per cent. basis, and that a 9 per cent. return is necessary to 
attract stockholders. The interest and dividends would be as 
follows: 

5 per cent. interest upon the bonds (par value 


$1,500,000) . ; ‘ : $75,000 
9 per cent. dividends on stocks (face value 

$1,500,000) . ; : : : 3 . 135,000 

Total interest and dividends . : . $210,000 


This is equivalent to 7 per cent. upon the total value of the 
property, assumed to be $3,000,000, as shown by case 3. 

The above table shows that in no case would the average 
rate of return upon the entire amount be over 8 per cent. unless 
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a higher rate of return were demanded than 6 per cent. upon 
the bonds and 10 per cent. upon the stock. . . . 


This fact is also brought out clearly in the extract from 
the paper by Frank F. Fowle quoted in § 644. The prin- 
ciple is applied by Judge Grosscup in Chicago Union 
Traction Company v. State Board of Equalization (see 
§ 735). 


§ 793. Three standards of reasonableness. 

A fair return may be determined (1) by such rate or 
rates as would have been fair and necessary to induce 
investment at the time or times when the original plant 
and its subsequent additions or improvements were in 
fact constructed; (2) by such rate as would under present 
conditions be necessary to induce investment in a new 
enterprise of exactly the same character; (3) by the cur- 
rent market rate or income basis on which the securities 
of the company can be sold. 


§ 794. Original risk standard. 

(1) Fair rate of return at the time the Habre! envestment 
was made. The pioneers in early railroad, gas, water or 
electrical enterprises were doubtless entitled to returns 
commensurate with the risks incident to entering untried 
ventures. The question is whether the rate of return 
deemed fair at the time the investment was made should 
continue permanently as the fair rate to which the in- 
vestor is entitled. When the New York Gas Light Com- 
pany was organized in 1823 the production of gas was an 
uncertain venture and investors must have had the pros- 
pect of large returns in order to induce them to go into 
the enterprise. The expected profits were in fact realized 
and subsequent investments in the gas business in New 
York City were made on a much less speculative basis. 
It would of course be ridiculous to assert that because the 
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first money invested in the gas business in New York 
City was entitled to earn, say 20%, that therefore all 
subsequent investment in the same enterprise was en- 
titled to the same return. But is the actual investment 
which when made 90 years ago was entitled to 20% as a 
fair return, still entitled to such return? This also seems 
unreasonable. Although the pioneers in this enterprise 
expected large returns, they could not reasonably expect 
such returns in perpetuity. The pioneer who undertakes 
the manufacture of a new commodity expects if success- 
ful to secure for a time what are practically monopoly 
prices and monopoly profits; but he realizes that com- 
petition will very soon reduce such profits. His chief 
reward comes during the period before his success has 
induced others to follow his example. Even if the com- 
modity manufactured is protected by a patent, the patent 
will expire in 17 years. It certainly does not seem neces- 
sary to assume that a municipal monopoly is entitled to 
the enjoyment of the larger rate of profit due the original 
investment for a longer period than the 17-year period 
that is granted the promoter of a new invention. 


§ 795. Original risk standard—Court decisions. 

The doctrine that the present fair rate return shall be 
based on what was a fair return at the time the original 
investment was made has practically no legal authority. 
The Pennsylvania Supreme Court, however, in its decision 
in 1908 in the Pennsylvania Railroad Rate Case, see § 746, 
refers to the great risks assumed by the original investors 
in 1846 and concludes that the rate of return is not neces- 
sarily regulated ‘‘by what others would now make the 
venture for under the present circumstances and with 
present knowledge.”’ A ruling by Judge Savage in one 
of the Maine water plant condemnation cases seems to 
hold that while the risks of the original investors should 
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be considered, the higher return thus merited should be 
limited to a reasonable period and that it should not in 
any case be allowed if the earnings have in fact been 
sufficient to compensate for the initial risks. Judge Savage 
says: 18 


There is another matter which we think may fairly be con- 
sidered in connection with the reasonableness of rates. We 
think something may be allowed in this respect for the risks 
of the original enterprise, if there were any. It is common 
sense that they who invest their money in hazardous enterprises 
may reasonably be entitled, for a time, at least, to larger returns 
than would be the case if the success of the undertaking were 
assured from the beginning. The plaintiff, in request 11, con- 
cedes that such risks may be considered in valuing the franchise. 
But inasmuch as the value of the franchise depends chiefly 
upon the net income which may be produced by its exercise 
at reasonable rates, as has already been stated, it follows, we 
think,*that the reasonableness of the rate may be affected by 
the degree of risk to which the original enterprise was naturally 
subjected. This does not mean unforeseen or emergent risks, 
but such as may have been justly contemplated by those who 
made the original investment. We use the word ‘‘chiefly,”’ 
because we apprehend that a franchise, even of an unprofitable 
business, might have a temporary value for some purposes. 
But that condition does not seem to exist in this case. The 
element of risk, however, is not controlling. It is only one ele- 
ment. It is to be fairly considered in connection with the other 


13 Kennebec Water District v. City of Waterville, 97 Me. 185, 54 Atl. 6, 
14, December 27, 1902, Supreme Judicial Court of Maine. In this case 
the court lays down rules to govern appraisers in making a valuation of the 
property of the Maine Water Company for purposes of purchase by the 
Kennebec Water District. The court while complying with the provisions 
of a state statute providing for such purchase, appreciates the possible 
difficulties if not dangers in attempting to formulate rules which are to be 
applied to facts not yet ascertained. This is the first of two similar cases, 
the second one being that of the Brunswick Water District, decided in 
1904. 
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elements named. To say just how much allowance should be 
made, and for how long a period, requires the exercise of a 
careful, conservative, and discriminating judgment. If allow- 
ance be sought on account of this element of original risk, we 
think it will be permissible at the same time to inquire to what 
extent the company has already received income at rates in 
excess of what would otherwise be reasonable, and thus has 
already received compensation for this risk. 


§ 796. Standard of present risk for new enterprise. 

(2) Rate of return adequate to induce investment in a new 
enterprise at the present tume. This is the rate that pre- 
vails in competitive industry. The rate of return is 
practically governed by the return at which there will be a 
free flow of capital into the business. If the rate is higher, 
excess capital will be attracted and through competition 
the average rate of profit will be reduced to the normal 
rate. If the average rate of return is too low, capital will 
cease to flow into the business until through exhaustion 
of existing capital or a demand for increased capital the 
rate of return is increased to the normal rate. The same 
test may with considerable reason be applied to the deter- 
mination of a fair rate of return for public service cor- 
porations. This is not because it is desirable to induce 
competition in the supplying of public services, for that 
theory has been generally abandoned. It is based rather 
on considerations of justice and public policy. While 
the state has no desire to induce another gas company 
to compete with an existing gas company it is desirous 
of securing a free flow of capital into the gas industry for 
the improvement and extension of existing plants and the 
construction of plants in new communities. There is 
considerable force in the argument that the best way to 
do this is to permit the capital at present in the business 
to earn the rate of return that is deemed adequate to 
induce such new investment. 

A5 
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§ 797. New enterprise standard—Approval by commissions 
and courts. 

This seems to be the standard that finds most favor 
with the state regulatory commissions. It is indicated 
in the opinion of the Wisconsin Railroad Commission in 
State Journal Printing Company v. Madison Gas and 
Electric Company quoted in § 791; in the opinion of the 
Interstate Commerce Commission, in Spokane v. Northern 
Pacific Railway Co. quoted in § 753; in the opinion of the 
Nebraska State Railway Commission in Lincoln Traction 
Company case, quoted in § 765; and is expressed as fol- 
lows by Commissioner Maltbie in the decision of the New 
York Public Service Commission for the First District 
In re Queens Borough Gas and Electric Company, 2 P. 8. 
C. Ist D. (N. Y.).—, decided June 23, 1911: 


Various standards have been suggested for determining the 
fair rate of return. The one which in our opinion is properly ap- 
plicable to this case is that the rate should be such that investors 
would be induced to provide the funds with which to construct 
and extend a gas and an electric plant within the area in ques- 
tion. If the state were to fix a rate below this standard, capital 
could not be secured. If investment were made before the 
state acted, the original capital might be forced to remain, but 
additional capital could not be secured unless necessary to 
protect the first outlay. 


On the other hand the courts have usually adopted a 
rate of return lower than that which would be produced 
by the application of the above standard. In Columbus 
Railway and Light Company »v. City of Columbus, quoted 
in § 748, the special master refers to this as the adminis- 
trative standard but holds that the judicial standard for 
testing the constitutionality of an ordinance must be 
based on the narrower grounds of prevention of actual con- 
fiscation. On the contrary the Appellate Division of the 
New York Supreme Court in the Saratoga Springs Gas 
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Rate Case (quoted above, § 745) apparently approves this 
standard. 


§ 798. Present market rate standard. 

(3) The market rate indicated by the income basis on which 
the securities of the company are bought and sold. This 
corresponds to the rate of return that would make the 
market value of the securities substantially equal to the 
actual investment. It is the rate of return that would 
make the market value of the property substantially 
equal to the fair value of the same for rate purposes. The 
question is what return do actual investors at present de- 
mand when purchasing the stocks and bonds of the com- 
pany. If the total capitalization is made up of one-third 
stock and two-thirds bonds and the bonds can be sold on 
a 5% return basis and the stock on an 8% return basis, 
the average for both stocks and bonds is 6%. If the com- 
pany were allowed 6% as a fair return it would be enabled 
- to pay 5% on the two-thirds of its valuation represented 
by bonds and 8% on the remaining one-third represented 
by stock. The market value of its securities would ac- 
cordingly be maintained at the same total as the fair value 
of its property for rate purposes. This method of deter- 
mining a fair rate of return is applied by Circuit Judge 
Grosscup in Chicago Union Traction Company v. State 
Board of Equalization, quoted in § 735. This was a tax 
case and is therefore of value as illustrating the method 
rather than as establishing a precedent. There is no 
direct judicial precedent for the use of this method in a 
rate case. It seems probable, however, that some such 
mental process as this has influenced the numerous de- 
cisions of the courts holding 5% or 6% a fair return or at 
least as a non-confiscatory return. This seems to be the 
underlying thought of Judge Hough and Justice Peckham 
in their opinions in the Consolidated Gas Case (see §§ 750, 
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751). Although not followed in later decisions (see § 791) 
the above standard for determining a fair return is clearly 
stated by the Wisconsin Railroad Commission in Buell v. 
Chicago, Milwaukee and St. Paul Railway Company, 
1 W. R. C. R. 324, decided February 16, 1907. The Com- 
mission said (at page 477): 


It has been quite generally held that a fair rate of interest 
is a rate which, other things being equal, corresponds to the 
current market rates on money. ‘This is a position with which 
it is not easy to take issue, for it is quite clear that whatever 
rate money brings in the market is a safe index to what it is 
generally worth for investment purposes. It may also be said, 
and with a great deal of force, that a fair rate of interest for 
any particular road is the rate of income which its securities 
bring on their market value. The market rate includes the 
ordinary risks, as it is usually considerably higher than the rate 
which is obtained on government and other securities where 
substantially no risks at all are involved. 


-§ 799. Conclusion. 

It seems probable that in determining the fair rate of 
return each of the above three standards may be used for 
different cases, but that most cases will require the appli- 
cation of a composite standard. A first essential to clear 
thinking on this matter is the recognition of the fact that 
the fair rate of return depends very largely on the method 
adopted for the treatment of the cost of establishing the 
business and the franchise. If the cost of establishing the 
business has been capitalized and added to the fair value 
for rate purposes there will of course be no necessity for 
again allowing for the same thing in the rate of return. 
The prospect of early losses is one of the important risks 
of the original investor but if considered as a risk in de- 
termining the fair rate of return it can not also be capital- 
ized as cost of establishing the business as that results in 
double pay. The franchise secures to the investor the 
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chance to a certain permanency in the enjoyment of re- 
turns commensurate with the original risks of the under- 
taking. If this right to such larger returns is capitalized 
and added to the fair value for rate purposes, the fair rate 
of return on such increased valuation will be based on 
present risks rather than original risks. The franchise 
value will in this case represent a capitalization of the 
difference between a fair return based on present risk and 
a fair return based on original risk. The original risk, hav- 
ing thus been allowed for in the value of the franchise, 
should not be doubly paid by including it in the fair rate 
of return. If we assume as seems more appropriate that 
neither the cost of establishing the business nor the fran- 
chise will be capitalized and included in a valuation for 
rate purposes, the following considerations will be im- 
portant in determining the fair rate of return. The orig- 
inal investor is entitled to a return commensurate with 
the risks of the initial enterprise. This higher rate of re- 
turn should continue for a reasonable period; which 
period, however, may be reduced by reason of actual ex- 
cess profits sufficient to compensate for such ‘nitial risk 
and including as a part thereof the cost of establishing the 
business. Public utility enterprises are, however, built 
up piecemeal, and upon the actual risk incurred in each 
successive improvement or extension depends the fair rate 
of return that should be earned for a reasonable period 
upon each particular increment of the investment. It 
may be said that in a well established and successful 
enterprise all the capital needed for improvements and 
extensions can be obtained at a low rate of interest. This 
is true. The investor will buy the bonds of such an enter- 
prise on a basis which shows that he considers the risk 
slight or negligible. But nevertheless extensions and im- 
provements cannot usually be made without risk to the 
existing profits of the enterprise. The new extension 
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may not pay for a few years and there is also the risk that 
it may never pay. This risk is borne not by the new in- 
vestor but by the investors who already have their capital 
in the enterprise, the returns on which may be jeopardized 
by the failure of the new extension to develop the expected 
business. The fair return on new investment should be 
measured therefore by the actual risk to the profits of the 
enterprise by reason of the new extension rather than by 
the rate at which bonds can be sold to secure capital for 
the extension. The higher rate of return commensurate 
with the initial risk should be earned on each separate 
increment of capital for a reasonable period and the rate 
should then drop to the rate that would be demanded by 
-a new investor in purchasing the securities of the com- 


pany. 


§ 800. The sliding scale and other automatic methods of 
securing voluntary rate reductions and of rewarding 
efficient management. 

The more one considers the problem of fixing a fair 
value and fair rate of return for rate making purposes the 
more apparent it becomes that this furnishes a somewhat 
unsatisfactory method of securing permanent justice as 
between investor and consumer. If continuously and 
effectively applied it would restrict the company’s return 
to a fixed rate and thus tend to discourage enterprise and 
economy in management. If all profits in excess of a fixed 
rate of return are devoted to rate reductions there will be 
no incentive to increase profits and the possibility of se- 
curing a reduction in rates will be correspondingly dimin- 
ished. This presupposes that the method of rate regula- 
tion will be continuously and effectively applied; but such 
efficiency of regulation is hardly practicable. Rate regu- 
lation procedure is slow and can not keep pace with changes 
in cost of service. If cost of service is declining, excess 


§ 800] Rate oF RETURN vi 


profits will accumulate. The regulation of rates by means 
of a sliding scale system such as has been applied in Eng- 
land and Boston to the gas supply appears to have ev- 
ident advantages. Some plans have been proposed to 
adapt the sliding scale to electricity supply, but no method 
has yet been worked out for its application to street rail- 
ways, railroads or telephones. It is believed, however, 
that in any case a system of profit sharing might be 
worked out that would place the relations of investor and 
consumer on a more certain and equitable basis than is 
afforded by the present system of occasional rate regula- 
tion. This problem is referred to by Commissioner Lane 
in Advance in Rates, Western Case, 20 I. C. C. R. 307, 
333, decided February 22, 1911: 


There is much persuasiveness in the argument that a surplus 
shall be permitted to accumulate which shall be in a sense a 
public fund out of which the carrier may create facilities which 
will produce more efficient and satisfactory service without 
adding to the liability of the road and without creating an ad- 
ditional value in the road which may call for a greater return 
in rates. This suggestion has much that is fundamental in it. 
It looks toward an adjustment between the public and the 
carriers that will be fair and profitable to both. It is an expres- 
sion of an appreciation by a public service corporation of the 
philosophy upon which public regulation of carriers is based. 
Moreover, some method must be found under which a carrier 
by its own efficiency of management shall profit. A premium 
must be put upon efficiency in the operation of the American 
railroad. Rates can not be increased with each new demand 
of labor, or because of wasteful, corrupt, or indifferent manage- 
ment. Nor should rates be reduced with each succeeding im- 
provement in method. Society should not take from the wisely 
managed railroad the benefits which flow from the foresight, 
skill, and planned codperation of its working force. We may 
ruin our railroads by permitting them to impose each new bur- 
den of obligation upon the shipper. And we can make no less 
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sure of their economic destruction by taking from them what 
is theirs by right of efficiency of operation—the elimination of 
false motion, of unneeded effort, and the conservation of labor 
and materials. The standard of rates must be so high that 
the needed carrier which serves its public with honesty and 
reasonable effort may live. And yet rates should be still so 
much below the possible maximum as to give high and excep- 
tional reward to the especially capable management, the well- 
coordinated force and plant. This is the ideal, unrealizable 
perhaps, but it points the way. 

In some parts of our own country as well as abroad, machinery 
has been devised by which the return to capital invested in a 
public utility is increased automatically with a decrease in rates. 
We know of no instance in which this has been applied to a 
railroad, but it has been successfully applied with respect to 
so simple a matter as a corporation supplying artificial gas. 
No doubt it could be applied to a street railway. But whether 
it is applicable to the intensely intricate business of a commer- 
cial railroad is a matter of serious doubt. — 

It would appear that one of the problems of the future in 
railroad regulation is to discover the machinery by which the 
railroad may justly take to itself an adequate return for the in- 
vestment which its stockholders have made and share with the 
community the advantages of the surplus which it creates. 
This can not be done, however, by the mere assertion of this 
Commission that it will adopt a certain policy toward the car- 
riers; that, for instance, we would regard with favor a certain 
return upon investment and an additional return out of rates 
to go ito surplus which would remain uncapitalized. We are 
without control over capitalization. It is not within our func- 
tion to place limitations upon the purposes for which stocks 
or bonds may be issued, nor to designate what property they 
shall represent. Furthermore, the establishment of such policy 
necessarily implies a control over the use of the operating reve- 
nues of the carriers which would be a more radical extension of 
governmental control than any heretofore suggested. 


| 
CHAPTER XXXI 
Rules for Appraisers in Maine Condemnation Cases 


§ 810. Kennebec Water District Case, 1902. 
811. Brunswick and Topsham Water District Case, 1904. 


§ 810. Kennebec Water District Case, 1902. 

In Kennebec Water District v. City of Waterville, 97 
Me. 185, 54 Atl. 6, Supreme Judicial Court of Maine, de- 
cided December 27, 1902, Judge Savage lays down the 
following rules to govern appraisers in making a valuation 
of water works: 


An act incorporating the plaintiff district authorized it to 
acquire, by the exercise of the right of eminent domain, ‘‘the 
entire plant, property and franchises, rights and _ privileges 
now held by the Maine Water Company within said district 
and the towns of Benton and Winslow.” The act further pro- 
vides that appraisers appointed by the court, ‘‘shall, upon 
hearing, fix the valuation of said plant, property and fran- 
chises at what they are fairly and equitably worth, so that said 
Maine Water Company shall receive just compensation for 
all the same,” but that, ‘‘before a commission is issued to the 
appraisers, either party may ask for instructions to the ap- 
praisers.” Both parties having asked for instructions, and the 
questions of law arising thereon having been reported to the 
law court, the court is of opinion that the appraisers should be 
instructed in accordance with the following principles: 

1. The plaintiff, if it takes anything, must take all the prop- 
erty held by the Maine Water Company in the Kennebec 
Water District and in Benton and Winslow, whether specific- 
ally named in the act or not. This includes the real estate or 

[wis] 
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other property, if any, not connected with the water system; 
it includes the plant or physical system; and it includes all fran- 
chises, rights, and privileges held by the water company, ex- 
ercised or capable of being exercised. 

2. The Maine Water Company is a quasi public, or public 
service, corporation, and is entitled to charge reasonable rates 
for its services, and no more. 

3. The basis of all calculation as to the reasonableness of 
rates to be charged by a public service corporation is the fair 
value of the property used by it for the convenience of the 
public. 

4. At the same time, the public have the right to demand 
that the rates shall be no higher than the services are worth to 
them, not in the aggregate, but as individuals. 

5. Summarized, these elemental principles are the right of 
the company to derive a fair income, based upon the fair value 
of the property at the time it is being used for the public, tak- 
ing into account the cost of maintenance or depreciation, and 
current operating expenses, and the right of the public to have 
no more exacted than the services in themselves are worth. 

6. The reasonableness of the rate may also be affected, for 
a time, by the degree of hazard to which the original enter- 
prise was naturally subjected; that is, such hazard only as may 
have been justly contemplated by those who made the original 
investment, but not unforeseen or emergent risks. And such 
allowance may be made as is demanded by an ample and fair 
public policy. If allowance be sought on account of this element, 
it would be permissible at the same time to inquire to what ex- 
tent the company has already received income at rates in ex- 
cess of what would otherwise be reasonable and thus has al- 
ready received compensation for this hazard. 

7. The franchises granted to the Waterville Water Company 
by Chapter 141, Priv. & Sp. Laws 1881, as amended by Chap- 
ter 59, Priv. & Sp. Laws 1887, and Chapter 14, Priv. & Sp. Laws 
1891, and to the Maine Water Company by Chapter 352, Priv. 
& Sp. Laws 1893, are not exclusive. Neither are they perpetual 
and irrevocable. They are subject to legislative repeal. “In 
fixing the value of the franchises, both of these considerations 
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are entitled to their just weight. If the business of the com- 
pany is now practically exclusive, in that it has no competitor, 
that fact, also, may and should be considered by the appraisers 
when they fix the value of the property of the company as a 
going concern. 

8. In determining the present value of the company’s plant, 
the actual construction cost thereof, with proper allowances 
for depreciation, is legal and competent evidence, but it is not 
conclusive or controlling. 

9. The request that ‘‘under no circumstances can the value 
of the plant be held to exceed the cost of producing at the present 
time a plant of equal capacity and modern design” should not 
be given. Among other things, it leaves out of account the 
fact that it is the plant of a going concern, and seeks to sub- 
stitute one of the elements of value for the measure of value 
itself. 

10. The actual rates which may have been charged hereto- 
fore, and the actual earnings, are both admissible and material 
in determining the value of the plant. The value of the evi- 
dence, however, will depend upon whether the appraisers 
shall find that the rates charged have been reasonable. 

11. The quality of water furnished and of the service ren- 
dered, and the fitness of the plant and of the source of water 
supply to meet reasonable requirements in the present and 
future, are material upon the question of present value. 

12. The appraisers should regard the franchises of the com- 
pany as entitling it to continue business as a going concern, 
but subject to all proper legal duties governing public service 
companies. 

13. Faithfulness or unfaithfulness shown by the water com- 
pany in the past in the performance of public duty to furnish 
pure water at reasonable rates is not a proper matter for con- 
sideration. It is the franchise as it now exists which is to be 
taken and paid for. 

14. The lability of the company to legal forfeiture of its 
franchises on account of past unfaithfulness and misbehavior 
is not to be considered. 

15. If the water company and its predecessors have actually 
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received more than reasonable rates hitherto, the excess cannot 
be deducted from the amount to which the company would 
otherwise be entitled. 

18. The appraisers may properly consider what the existing 
system can be reproduced for. But the cost of reproduction 
will not be conclusive. It will be evidence having some tend- 
ency to prove present value. The inquiry along the line of 
reproduction should be limited to the replacing of the present 
system by one substantially like it. 

19. In estimating even the structure value of the plant, al- 
lowance should be made for the fact, if proved, that the com- 
pany’s water system is a going concern, with a profitable busi- 
ness established, and with a present income assured and now 
being earned. 

20. So far as the water system is practically exclusive, the 
element of good will should not be considered. 

21. In fixing structure value, while considering the fact that 
the system is a going concern, the appraisers should also con- 
sider, among other things, the present efficiency of the system, 
the length of time necessary to construct the same de novo, 
and the time and cost needed after construction to develop 
such new system to the level of the present one in respect to 
business and income, and the added net income and profits, 
if any, which by its acquirement would accrue to a purchaser 
during the time required for such new construction, and for 
such development of business and income. But these are to be 
considered ‘‘among other things.”’ They are not controlling. 
Their weight and value must depend upon the varying circum- 
stances of each particular case. 

22. In addition to structure values, the appraisers should 
allow just compensation for all the franchises, rights, and 
privileges to be taken. 

23. The value of the franchise depends upon its net earning 
power, present and prospective, developed and capable of 
development, at reasonable rates; and the value to be assessed 
is the value to the seller, and not to the buyer. 

24. In considering prospective development of the use of a 
franchise, consideration must also be had of the fact that further 
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investment may be necessary to develop the use, and of the 
further fact that at any stage of development the owner of the 
franchise will be entitled to charge only reasonable rates under 
the conditions then existing. 

25. Subject to all the foregoing limitations, the owner is en- 
titled to any appreciation due to any natural causes. 

27. As to the property to be taken, both plant and franchises 
are to be appraised, having in view their value as property in 
itself, and their value as a source of income. There are these 
elements of value, but only one value of one entire property 
is to be appraised in the end. These elements necessarily shade 
into each other. 

28. The capitalization of income, even at reasonable rates, 
can not be adopted as a sufficient or satisfactory test of present 
value. But while not a test, present and probable future earn- 
ings at reasonable rates are properly to be considered in ceter- 
mining the present value of the system. 


§ 811. Brunswick and Topsham Water District Case, 1904. 
In Brunswick and T. Water District v.. Maine Water 
Company, 99 Me. 371, 59 Atl. 537, Supreme Judicial 
Court of Maine, decided December 14, 1904, Judge Sav- 
age lays down the following rules to govern appraisers in | 
making a valuation of a waterworks: 


In a proceeding for the condemnation and appraisal of a 
portion of a system of waterworks by the exercise of the 
right of eminent domain, under a statute which created a water 
district composed of two towns, with power to take a specified 
portion of an entire system being operated in those two and 
other towns, and which provided that appraisers appointed 
by the court should fix the valuation of the plant, property, 
and franchises taken, so that the owner should receive just 
compensation therefor, and, further, that the appraisers should 
assess damages for the severance of that portion of the plant, 
property, and franchises taken from the owner’s entire water 
system and franchises, the declared intent of the act being 
that the amount of the valuation of the property taken, and of 
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the additional damages for severance, if any, taken together, 
should be so fixed as to equal the difference between the valua- 
tion, before severance, of the entire plant, property, and fran- 
chises, and the value after severance of that portion of the 
plant, property, and franchises not taken, both of the last- 
named valuations to be determined under the principles of emi- 
nent domain; and it was further provided that the act itself 
should take effect when approved by a majority vote of the 
inhabitants of each of the towns which were to compose the 
water district, and that such an approval should constitute 
an acceptance by said water district of the methods of appraisal 
prescribed by the act, and should bind the water district and 
the water company thereto—it is held that the appraisers should 
be instructed, among other things, in accordance with the fol- 
lowing principles: 

1. In applying the rule that the basis of all calculations as 
to the reasonableness of rates to be charged by a public service 
corporation is the fair value of the property used by it for the 
service of the public, franchise values are not to be disregarded , 
that the element of going concern value is not to be considered 
only as involved in structure value, and that property value, 
in this connection, is not merely structure value. 

2. The fact that the structure taken is in use, and the fur- 
ther fact that it may lawfully be used where it may properly 
enhance its value. 

3. The direction of the statute to the appraisers to fix the 
valuation of the plant and of the franchises is, in substance, 
a direction to fix the valuation of the plant as affected by the 
franchises. 

4. While actual cost bears upon reasonableness of rates, and 
as well upon the present value of the structure as such, in es- 
timating structure value, prior cost is not the only criterion of 
present value. If, by the rise of prices, the present value of 
the structure is greater than the cost, the owner is entitled to 
the benefit of it; if less than the cost, the owner must lose it. 
And the same factors should be considered in estimating the 
reasonableness of rates. 

5. “Reasonable” is a relative term, and what is reasonable 
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depends upon many varying circumstances. But in determin- 
ing what are reasonable rates, so as to produce a reasonable 
return to the owner upon his investment, the amount of money 
which has been actually and wisely expended in producing 
the plant is a primary consideration. 

6. The question of the reasonableness of rates relates to both 
the owner and the customer. But in case of conflict they must 
be reasonable to the customer in any event. 

7. A public service company can not lawfully charge more 
than the services are reasonably worth to the public as individ- 
uals, even if charges so limited would fail to produce a fair 
return to the owner upon his property or investment. 

8. Profits which, in the aggregate, exceed a fair return on 
the owner’s property and franchises, do involve unreasonable 
rates, and furnish no criterion of either franchise values or 
going concern values. But what would be a fair return must 
depend upon the circumstances of each particular case. 

10. The value is to be fixed as of January 1, 1904, and in 
determining the value on that day market prices of materials 
and labor on that day or during a period long enough before 
that time for construction, are the standards, rather than 
former prices. And as, to be completed on that day, the con- 
struction of the plant must have been begun before, interest 
upon the money invested in the plant during construction and 
before completion is a part of the cost of construction. 

13. In estimating the value of a public service to the public 
or the customers, one of the elements necessary to be consid- 
ered is the expense at which the public or customers, as a com- 
munity, might serve themselves, were they free to do so, and 
were it not for the practically exclusive franchises of the sup- 
plying company. Water is to be regarded as a product, and 
the cost at which it can be produced or distributed is an im- 
portant, though not the only, element of its worth. 

14. The worth of water service in such connection is the 
worth to the customers as individuals, but as individuals mak- 
ing up a community of water takers. 

15. Communities are entitled to the benefit of existing natu- 
ral advantages. If there is more than one source of supply, 
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other things being equal, the community is entitled to have 
the least expensive one used, and the supplying company is 
not entitled to charge an enhanced rate, based in part, at least, 
upon the cost of using a more expensive source. 


CHAPTER XXXII 


Bibliography of Valuation and Depreciation 


* 815. General. 
816. Electrical property. 
817. Gas plants. 
818. Railroads. 
819. Street and electric railways. 
820. Telephone. 
821. Waterworks. 
822. Going value. 
823. Depreciation. 


This list is intended to include the more important 
material relating to actual valuations and the discussion 
of elements of value. It does not include discussions of 
the question of whether it is practicable or desirable to 
make physical valuations. This list should be supple- 
mented by the Table of Cases, as many of the most impor- 
tant discussions of the elements of valuation are contained 
in the reported cases, and especially in the opinions of the 
state commissions. The following references are arranged 
chronologically under the various headings. 


§ 815. General. 
Railroad rate regulation. Beale and Wyman. 1906. 


Valuation of public utility properties. Electrical World, 
March 25, April 15, 29, 1909, vol. 53, pp. 741, 928, 1036. 


Difficult problems which public utility commissions are en- 
deavoring to solve. H. C. Abell. American Gas Light 
Journal, June 21, 28, 1909, vol. 90, pp. 1120, 1164. 
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Valuation of operating properties. Edgar 8. Nethercut. Elec- 
tric Railway Journal, May 28, 1910, vol. 35, p. 945. 


Handbook of cost data. Halbert P. Gillette. 2d ed. 1910. 
1854 pages. 


Physical appraisal in relation to accountancy. Arthur K. Wood- 
bury. Journal of Accountancy, Dec., 1910. 101% pages. 


Capitalization, capital value, appraisals and purchase price. 
Delos F. Wilcox. In his Municipal franchises, vol. 2, 
549-563, 1911. 


Proper basis of capitalization. Bruce Wyman. In his Public 
service corporations, vol. 2, pp. 1080-1112, 1911. 


Valuation of public utilities property. Horatio A. Foster. 
Bulletin of Throop Polytechnic Institute, Jan., 1911, 
pp. 17-36. 


Valuation of public service corporation property. Henry E. 
Riggs. American Society Civil Engineers Proceedings, 
Nov., 1910, pp. 1869-1538, Jan., 1911, Bye 97-140, Feb., 
1911, pp. 205-273. 


Klements affecting the fair valuation of plant and property. 
W. F. Wells. Paper read before the National Electric 
Light Association at its 34th convention, held at New York 
City, May 29 to June 2, 1911. 15 pages.. 


The legal basis of rate regulation: Fair return on the fair value 
employed for the public service. Edward C. Bailly. 
Columbia Law Review, June and November, 1911. 44 
pages. 

Valuation, a fair return and reasonable capitalization. Fred- 
erick P. Royce. Stone and Webster Public Service Jour- 
nal, July, 1911. 18 pages. 


Privilege becomes property under the fourteenth amendment: 
the Consolidated Gas decision. Jesse F. Orton. Inde- 
pendent, October 12, 1911, and March 28, 1912. 12 pages. 
Criticism of inclusion franchise value and cost of pave- 
ments laid at expense of city. 


: 
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Responsibilities of electrical engineers in making appraisals. 
H. M. Byllesby. American Institute of Electrical En- 
gineers, Proceedings, September, 1911, pp. 2013-2027, No- 
vember, 1911, pp. 23856-2402. 


Valuation of public utilities. Clinton 8. Burns. City Hall, 
November, 1911. 214 pages. 


Overhead charges. Mortimer E.Cooley. American Electric Rail- 
way Association. Proceedings, 1911, vol. 2, pp. 169-197. 


Decapitalization of public utilities. Delos F. Wilcox. City 
Club Bulletin, Chicago, December 16, 1911. 5 pages. 


Some criteria of value in public service industries. Clarence P. 
Fowler. Engineering Magazine, March, 1912. 16 pages. 


Wisconsin. Work of the joint engineering staff of the Wis- 
consin Tax and Railroad Commissions. Engineering 
Record, January 2,9, 16, 1909, vol. 59, pp. 10-12, 49-52, 
73-75. Description of work in making a-physical val- 
uation of steam and electric railways and other utilities. 


Work of the joint engineering staff of the Wisconsin Tax and 
Railroad Commissions. Wm. D. Pence. Electric Railway 
Journal, January 2, 1909, vol. 33, p. 22. 314 pages. 


Methods of Wisconsin Commission for the valuation of public 
utilities. Electric Railway Journal, September 11, 1909, 
vol. 34, p. 398. 314 pages. 

Going value as an element in the appraisal of public utility 
properties. William H. Bryan. Journal Association of 
Engineering Societies, October, 1909, pp. 147-158. 


§ 816. Electrical property. 

The valuation of lighting systems as related to rates. Elec- 
trical World, August 15, 1908, vol. 52, p. 352. Extract 
from address of Henry L. Doherty before the Wisconsin 
Gas Association. For a discussion of this paper see Elec- 
trical World, September 19, 1908, vol. 52, p. 607. 


Valuation of electric plants. Engineering Record, October 3. 
1908, vol. 58, pp. 365-366. 
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Plant-inventory and valuation. Electrical World, February 3, 
1910, vol. 55, p. 295. 114 pages. 


Electrical undertakings and the law of rating (Great Britain). 
Electrical Review, January 21, 1910. 114 pages. 


Report to Municipal Assembly of St. Louis on rates for elec- 
tric light and power. St. Louis Public Service Commis- 
sion, 1911. 173 pages. Valuation of property of Union 
Electric Light and Power Company. 


§ 817. Gas plants. 
Purchase value of the Hamilton (New Zealand) gas. works. 
Journal of Gas Lighting, March 29, 1910. 1% page. 


Valuation and income-tax (Great Britain). A. Yuill. Jour- 
nal of Gas Lighting, April 12, 1910. 34 page. 


British decision on valuation of public service property. Elec- 
trical World, June 30, 1910, vol..55, p. 1694. 


Kirkealdy (Great Britain) gas-works purchase arbitration. 
Journal of Gas Lighting, January 17, 24, February 28, 1911. 


Alf pages. 
Investigation of the Peoples’ Gas Light and Coke Company 


for the Chicago Council Committee on Gas, Oil and Elec- 
tric Light. William J. Hagenah, 1911. 83 pages. 


Report upon the price of gas in Chicago for the Chicago Coun- 
cil Committee on Gas, Oil and Electric Light. Edward 
W. Bemis, 1911. 31 pages. 


Swinton and Mexborough (Great Britain) arbitration: the 
price to be paid for the gas-works. Journal of Gas Light- 
ing, June 27, p. 1016; July 4, pp. 50-54; July 11, 1911, 
pp. 117-119. 


Mallow (Great Britain) gas purchase arbitration. Journal 
of Gas Lighting, December 19, 26, 1911. 484 pages. 


Aberavon and Margam (Great Britain) gas arbitration. Jour- 
nal of Gas Lighting, January 23, 1912. 534 pages. 
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§ 818. Railroads. 

Commercial valuation of railway operating property in the 
United States: 1904. Bulletin No. 21, U.S. Bureau of the 
Census, 1905. 88 pages. 


Methods of estimating railroad valuation. Carl Snyder. In 
his American railways as investments, 1907, pp. 15-66. 


Valuation of railway property. Walter L. Webb. In his 
Economics of railroad construction, 1907, pp. 41-65. 


Progress of valuation of railways. Railway Age, January 24, 
1908, vol. 45, pp. 103-104. Valuation should be based on 
franchises, good will and earnings as well as physical 
property. 

Valuation .of railroad property. Henry Fink. Railroad Age 
Gazette, July 24, 1908, vol. 45, pp. 587, 627. Discusses the 
methods and object of valuation. 


Valuation of railways. Railroad Age Gazette, January 22, 29, 
February 5, 12, 1909, vol. 46, pp. 173, 219, 261, 312. 


Some neglected factors of fair valuation. Railroad Age Gazette, 
March 5, 1909, vol. 46, p. 441. 114 pages. 


| Railway capital and values. W. H. Williams. Railroad Age 
Gazette, April 2, 9, 16, 23, 1909, vol. 46, pp. 761, 805, 845, 
903. Refers to methods of valuation used in certain cases. 


Valuation of terminal lands. John Earl Baker. Journal of 
Accountancy, August, 1909, vol. 8, pp. 287-249. 


Judicial test of a reasonable railroad rate, and its relation to 
a federal valuation of railway property. Charles C. Fen- 
wick. Michigan Law Review, April, 1910. 13 pages. 


Report of committee on railroad taxes and plans for ascertain- 
ing the fair value of railroad property. National Asso- 
ciation of Railway Commissioners, Proceedings, 1910, 
pp. 138-149. 


Comparative statement on physical valuation and capitali- 
zation. , Bureau of Railway Economics. 1911. 14 pages. 
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Appraisal of railways in New Jersey and progress in other 
states. Engineering-Contracting, June 21,1911. 1% page. 


Railway valuation and profits. Samuel O. Dunn. In his 
The American Transportation Question, 1912, pp. 81-123. 


Massachusetts. Railroad revaluation, with an example. Rail- 
road Age Gazette, October 9, 1908, vol. 45, p. 1081. 1% 
pages. Reviews the recent valuation of the New York, 
New Haven & Hartford Railroad. 


Report relative to the assets and liabilities of the New York, 
New Haven and Hartford Railroad Co. Massiichuactte 
Joint Commission. 1911. 581 pages. 


Principles governing a railroad appraisal of an unusual nature. 
(G. F. Swain on N. Y., N. H. & H. R. R. valuation). En- 
gineering Record, February 17, 1912. af pages. 


Michigan. Valuation of railroads in Michigan. Michigan 
Tax Commissioners’ Report. 1900, pp. 66-70; 1902, 
pp. 50-70. 


Expert valuation of railway and other corporate property in 
Michigan. Engineering News, Dec. 20, 1900, vol. 44, 


p. 480. 2% pages. 


Michigan railroad appraisal. Mortimer E. Cooley and Henry 
C. Adams. Michigan Political Science Association Publi- 
cations, June, 1901, pp. 65-76. 


Railway capital and values. Railway and Engineering Review, 
December 26, 1908, pp. 1047-1050. 


Reasons for and methods employed in appraising the value of 
railway properties, with special reference to the Michigan 
valuation. Engineering-Contracting, December 14, 1910. 
634 pages. Abstract of paper by H. E. Riggs in American 
Society Civil Engineers Proceedings for November. 


Minnesota. Supplement to the annual report of the Railroad 
and Warehouse Commission of the State of Minnesota 
for the year ending November 30, 1908, embodying the 
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report of the appraisal of the railway properties in the 
State of Minnesota. 158 pages. 


Valuation of railroad property in Minnesota. A. 8S. Cutler. 
_ Engineers Society Year Book, University of Minnesota, 
1908, pp. 69-77. 


Valuation of railways in Minnesota. Railroad Age Gazette, 
February 5, 1909, vol. 46, pp. 245, 269. 514 pages. 


Valuation of railways, with especial reference to the physical 
valuation in Minnesota. Samuel O. Dunn. Journal of 
Political Economy, April, 1909, vol. 17, pp. 189-205. 


Minnesota railway valuation. G. O. Virtue. Quarterly Jour- 
nal of Economics, May, 1909, vol. 38, pp. 542-547. 


Forms used in compiling information in the 1906 appraisal of 
the railways of Minnesota. Engineering-Contracting, 
January 10, 1912. 41% pages. 


Nebraska. Organization for and methods and results of phys- 
ical valuation in Nebraska. E. ©. Hurd. Engineering- 
Contracting, December 27, 1911. 2 pages. 


New Jersey. Valuation of railroads in New Jersey. Charles 
Hansel. Engineering Record, May 27, 1911. 41% pages. 


South Dakota. Report of appraisal of railroad properties in 
South Dakota. Carl C. Witt. In 23d annual report of 
the South Dakota Railroad Commission, 1910, pp. 25-34. 


South Dakota railroad appraisal. Engineering-Contracting, 
February 1, 1911. 134 pages. 

Texas. Method used by the Railroad Commission of Texas, 
under the stock and bond law in valuing railroad properties. 
R. A. Thompson. American Society of Civil Engineers, 
Proceedings, January, 1904, pp. 328-364. | 

Summary of railroad valuations. Texas. Railroad Commis- 
sion Report, 1909, pp. 385-418; 1910, pp. 483-475. 

Washington. Findings as to value of railroads, and other facts. 
In Washington Railroad Commission Report, 1907-1908, 
pp. 41-51, 124-449. 
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Original cost and cost of reproduction of the Great Northern 
Railway (768 miles) in the State of Washington. En- 
gineering-Contracting, December 8, 1909. 334 pages. 


Original cost and cost of reproduction of the Northern Pacific 
Railway in the State of Washington. Engineering- 
Contracting, January 12, 1910, vol. 33, pp. 44-46. 


Valuation of railways in Washington. J. C. Laurence. Rail- 
way Age Gazette, February 18, 1910, vol. 48, p. 359. 4% 
pages. 

Valuation and rate regulation. Railway Age Gazette, March 4, 
1910, vol. 48, p. 450. 21% pages. 


Wisconsin. Method used by the Railroad Commission of Texas, 
under the stock and bond law in valuing railroad properties. 
R. A. Thompson. American Society of Civil Engineers, 
Proceedings, January, 1904, pp. 328-364. See p. 353 for dis- 
cussion by W. D. Taylor on Wisconsin railroad valuation. 


The appraisement of the physical value of Wisconsin railways 
for the purpose of taxation. W. D. Taylor. Engineering 
News, March 31, 1904, vol. 51, p. 314. 1% pages. 


Report upon the appraisal of the physical properties of Wis- 
consin railways for year ending June 30, 1903. William D. 
Taylor. In Wisconsin Tax Commission Report, 1907, 
pp. 92-96, 269-423. 


Appraisal of physical properties of Wisconsin railroads for 
year ending June 30, 1908. William D. Pence. In Wis- 
consin Tax Commission Report, 1909, pp. 121-131. 


Work of the joint engineering staff of the Wisconsin Tax 
and Railroad Commission. Engineering Record, January 
2, 9, 16, 1909, vol. 59, pp. 10-12, 49-52, 73-75. 


Appraised value of the steam railways of Wisconsin. Engineer- 
ing-Contracting, January 19, 1910, vol. 33, pp. 62-63. 


§ 819. Street and electric railways. 
Appraisals of railroad properties. Dugald C. Jackson. Street 
Railway Bulletin, November, 1908, pp. 605-609. 
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Valuation of street railways properties, Electric Railway Jour- 
nal, June 19, 1909, vol. 33, p. 1122. 21% pages. 


Work .of valuation of electric railway property. H. Ralph 
Badger. Electric Traction Weekly, February 19, 1910, 
pp. 197-204. 


Costs of cable and electric railways. Halbert P. Gillette. In 
his Handbook of cost data, 1910, pp. 1405-1453. 


Basis of valuation in case of municipal purchase of street rail- 
ways. Sidney Ossoski. Electric Railway Journal, Novem- 
ber 12, 1910, vol. 36, p. 999. 2 pages. 


Valuation of intangible street railway property. Frank R. Ford. 
Annals of American Academy of Political and Social Science, 
January, 1911, pp. 119-141. 


Logical basis for valuations of interurban street railways. 
C. G. Young. January 19, 1911. 32 pages. 


Logical basis for valuations of interurban street railways. 
C. G. Young. Electric Railway Journal, January 21, 1911, 
vol. 37, p. 115. 31% pages. 


Physical valuations. O. T. Crosby. American Electric Rail- 
way Association, Proceedings, 1911, vol. 1, pp. 368-398. 


Buffalo. Report on the proposed reorganization plan of the 
International Traction Co. of Buffalo, N. Y. Bion J. 
Arnold. May, 1911. 904 pages. 


Values claimed in the Buffalo plan. Electric Railway Journal, 
November 4, 1911, vol. 38, p. 976. 11% pages. 


Chicago. Unit price, valuation and cost estimates. Bion J. 
Arnold. In Report on the engineering and operating 
features of the Chicago transportation problem. 1902, 
pp. 182-237. 


Report on the values of the tangible and intangible properties 
of the Chicago City Railway Co. and the Chicago Union 
Traction Co., December 10, 1906. Bion J. Arnold and 
others. 3v. (Vol. 2 and 8, exhibits.) 
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Report on the physical properties and intangible values 
of the Calumet Electric Street Railway Co. and the 
South Chicago City Railway Co. Bion J. Arnold and 
George Weston. March 18, 1908. 3 vol. (Vol. 2 and 3, 
exhibits. ) | 

Report on the physical property and intangible value of the 
Southern Street Railway Co. Bion J. Arnold, George Wes- 
ton, Glenn E. Plumb. December, 1908, 2 vol. 


Report on the values of the properties of the Chicago Consol- 
idated Traction Company inside the city limits. Bion J. 
Arnold, George Weston. August, 1910. 7138 pages. 


Methods of conducting the valuation of the physical properties 
of the Chicago Consolidated Traction Co., with summaries 
of costs. Philip J. Kealy. Engineering-Contracting, 
September 28 and October 5, 1910. 121% pages. 


Value of the properties of 665 miles of Chicago street railways. 
Methods of conducting valuation of physical properties of 
Chicago Consolidated Traction Co., with summaries of 
costs. Engineering-Contracting, October 12, 1910. 2 
pages. 

Itemized unit costs of 98 special overhead layouts for a trolley 
railway. Engineering-Contracting, October 19, 1910. 16 
pages. | 

Street railway appraisal methods at Chicago. Engineering 
Record, October 29, 1910. 1 page. | 


Cost of concrete work in two car houses and a substation for the 
Chicago City Railways Co. Engineering-Contracting, 
November 2, 1910. 114 pages. 


Valuation of the Chicago Consolidated Traction property. 
Electric Railway Journal, December 3, 1910, vol. 36, 
p. 1111. 3 pages. 


Unit prices used in the first appraisal of electric railways in Chi- 
cago. Engineering-Contracting, April 3, 1912. 11% pages. 


Cleveland. Physical value schedules of the Cleveland Electric 
Railway Co. 1908, 2 vol. 
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Valuation of the Cleveland Electric Railway. Electric Railway 
Review, February 1, 1908, vol. 19, pp. 149-151. 


Testimony in Cleveland valuation. Electric Railway Journal, 
November 13, 20, 1909, vol. 34, pp. 1024, 1068. 


Decision of arbitrator in Cleveland controversy. Electric Rail- 
way Journal, December 25, 1909, vol. 34, p. 1273. 1% 
pages. 

Denver. Report on value of old plant and construction of a new 
one. Denver Public Utilities Commission. August 20, 
1910. 24 pages. 


Report of Public Utilities Commission. City and County of 
Denver. 1910. 


Detroit. Report of the Street Railway Commission to the Detroit 
Common Council on the valuation of the street railways of 
Detroit, May 22, 1899. Journal of the Common Council, 
City of Detroit. 1899. p. 346-855. 


Report and appraisal of the Detroit United Railway. Frederick 
T. Barcroft. Detroit, Michigan. October 1, 1909. 237 
pages. Maps. 


Reports on valuation of Detroit property. Electric Railway 
Journal, November 20, 1909, vol. 34, p. 1077. 34 page. 


Results of Detroit investigation. Electric Railway Journal, 
December 25, 1909, vol. 34, p. 1276. 34 page. 


Reports of investigation of the street railways of the city of 
Detroit. Committee of Fifty. 1909. 123 pages. Tables. 


Appraised value of the electric railways of Detroit, Michigan. 
Engineering-Contracting, July 6, 18, 1910. 7 pages. 

Valuations of the Detroit United Railway. Electric Railway 
Journal, August 13, 20, 1910. 

Valuation of Detroit street railways. Engineering News, 
August 25, 1910, vol. 64, p. 212. 2 pages. 

Statement of facts concerning the so-called Barcroft appraisal 
of the Detroit United Railway lines in the city of Detroit. 
Robert F. Rifenberick. August, 1910. 51 pages. 
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Great Britain. Report on the action of the Council with regard 
to the water supply of London. London County Council. 
1905. 73 pages. 


Worksop water purchase arbitration. Journal of Gas Lighting, 
January 24,1911. 21% pages. 


Massachusetts. Report relative to the assets and liabilities of the 
New York, New Haven and Hartford Railroad Co. Massa- 
chusetts Joint Commission. 1911. 581 pages. 


New York City. Hearing on valuation of Coney Island and 
Brooklyn railroad. Electric Railway Journal, September 11, 
18, 25, October 16, November 27, December 4, 11, 25, 1909, 
January 15, March 12, 1910, vol. 34, pp. 398, 437, 469, 878, 
1108, 1149, 1188, 1261, 1263; vol. 35, pp. 105, 460. 


Valuation of Brooklyn Rapid Transit system. Electric Railway 
Journal, January 22, February 5, 1910, vol. 35, pp. 156, 248. 


Hearing on Metropolitan Street Railway Reorganization plan. 
Electric Railway Journal, April 22, 29, May 6, 20, 27, 
June 3, August 5, 1911, vol. 37, pp. 708, 756, 798, 876, 916, 
976; vol. 38, p. 240. 


Appraisal of the Third Avenue Railroad system, New York 
City. Engineering-Contracting, June 7, 1911. 4 pages. 


Washington. Valuation of the Puget Sound Electric Railway. 
Henry L. Gray. Engineering-Contracting, May 25, 1910. 


416 pages. 


Appraisal of the Spokane and Inland Empire Electric Railroad 
system. Henry L. Gray. Engineering-Contracting, De- 
cember 27, 1911. 4 pages. 


Wisconsin. Report of appraisal of physical properties of Wis- 
consin street railways for 1908. William D. Pence. An- 
nual report Wisconsin Tax Commission, 1909, pp. 135-179. 


Work of the joint engineering staff of the Wisconsin Tax and 
Railroad Commission. Engineering Record, January 2, 
9, 16, 1909, vol. 59, pp. 10-12, 49-52, 73-75. 
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§ 820. Telephone. 
Chicago. Report on the investigation of the Chicago Telephone 
Company. William J. Hagenah. 1911. 113 pages. 


Massachusetts. Report to the Massachusetts Highway Commis- 
sion on the results of the inventory and appraisal of the 
property of the New England Telephone and Telegraph 
Company. Dugald C. Jackson. March, 1909. 18 pages. 


Michigan. Valuation and taxation of telephone companies in 
Michigan. W. J. Rice. Electrical World, February 2, 
1901, vol. 37, pp. 196-198. 


Seattle, Wash. Investigation into value of telephone properties 
in Seattle. Electrical World, March 23, 1911, vol. 57, 
p. 715. 1% page. 

Appraisal of the Seattle Telephone companies by the Railroad 
Commission of Washington. Engineering-Contracting, 
May 3, 1911. 4 pages. 

Appraisal of the Pacific Telephone and Telegraph Company of 
Seattle. Henry L. Gray. Engineering-Contracting, Sep- 
tember 27, 1911. 514 pages. 


§ 821. Waterworks. 

Valuation of waterworks property. Wynkoop Kiersted. Amer- 
ican Society of Civil Engineers, Transactions, December, 
1897, vol. 38, pp. 115-214. 


Financial questions in waterworks valuations. John W. Al- 
vord. American Waterworks Association, Proceedings, 
1902, p. 142. 11 pages. 


The principles governing the valuation for rate fixing purposes 
of waterworks under private ownership. Engineering 
Record, August 5, 1905, vol. 52, pp. 153-157. Journal 
Association of Engineering Societies, 1905, vol. 34, p. 37. 

Appraisal and depreciation of waterworks and similar proper- 
ties. William H. Bryan. Journal Association of Engineer- 
ing Societies, December, 1907, vol. 39, pp. 336-3881. An 
extended discussion of methods of appraisal. 
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Waterworks valuation and fair rates, in the light of the Maine 
Supreme Court decisions in the Waterville and Brunswick 
cases. Leonard Metcalf. American Society of Civil En- 
gineers, Proceedings, October, 1908, vol. 34, pp. 1101-1173. 


Waterworks appraisal. Burns and McDonnell. Engineering 
Record, May 8, 1909, vol. 59, p. 616. 


Necessary elements for waterworks valuation. John W. 
Alvord. Engineering News, March 10, 1910, vol. 63, 


p. 286. 114 pages. 


Gloucester, Mass. The appraisal of the Gloucester waterworks. 
Engineering Record, August 19, 1899, vol. 40, pp. 264-265. 


Great Britain. Slough waterworks purchase arbitration. Jour- 
nal of Gas Lighting, March 12, 19, 1912. 5 pages. 


Iowa. Strange case of waterworks appraisal. Engineering 
Record, April 17, 1909, vol. 59, p. 502. 


Valuation for city purchase of the property of the Waterloo 
(Ia.) Waterworks Co. A. Marston. Engineering News, 
April 22, 1909, vol. 61, p. 424. 114 pages. 


Memphis, Tenn. Proceedings respecting purchase of the artesian 
water plant. Memphis Legislative Council. 1904. 154 


pages. 
Mobile, Ala. A waterworks appraisal at Mobile, Alabama. En- 
gineering News, April 23, 1903, vol. 49, p. 359. 234 pages. 


New York City. Acquisition by New York City of the larger 

| two water systems of Staten Island. Louis L. Tribus. 
American Waterworks Association, Proceedings, 1909, 
pp. 557-579. 


Peoria, Ill. Valuation of the property of the Peoria Water Works 
Co. Benezette Williams and C. B. Williams. March 24, 
1910, pp. 31-55. 


Valuation of the physical property of the Peoria Water Works 
Co. with a discussion of rate making and of reasonable 
rates. Engineering-Contracting, February 15, 22, March 1, 
8, 15, 1911. 16 pages. 
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San Antonio, Tex. Report on waterworks rates and valuation at 
San Antonio, Texas. Engineering News, September 25, 
1902, vol. 48, p. 233. 34 page. 


§ 822. Going value. 

Notes on going value and method for its computation. John W. 
Alvord. American Water Works Association, Proceedings, 
1909, pp. 184-279. 


Going value of waterworks. Leonard Metcalf and John W. 
Alvord. American Society Civil Engineers, Proceedings, 
February and April, 1911. 28 pages. 


Valuations of public service properties: Importance of develop- 
ment expense in determining fair rate of return. Halbert 
P. Gillette. Public Service, April, 1911. 2 pages. 


Deficit theory of development expense of public service corpora- 
tions, and an erroneous application of the theory of the 
Wisconsin Railroad Commission. Engineering-Contracting, 
June 14,1911. 634 pages. 


Going value. Electrical Review, July 1, 1911. 114 pages. 


Five important decisions relating to development expense or 
going value based on the deficit theory. Engineering- 
Contracting, October 11, 1911. 11% pages. 


Going value. Frank F. Fowle. Journal Western Society En- 
gineers, February, 1912, pp. 147-190. 


“Financial costs” that frequently are underestimated. En- 
gineering-Contracting, March 6, 1912. ?/s page. 


§ 823. Depreciation. 

Depreciation as affecting engineered structures. Horatio A. 
Foster. Proceedings, Engineers Club of Philadelphia, 
October, 1902, pp. 330-349. 


Depreciation, reserves and reserve funds. Lawrence R. Dicksee. 
1903. 80 pages. 


Depreciation of factories, mines and industrial undertakings, and 
their valuation. Ewing Matheson. 1903. 183 pages. 
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The determination of physical values. Clinton 8S. Burns. En- 
gineering Record, September 16, 1905, vol. 52, pp. 328-329. 
Gives mathematical formulas to express present physical 
value. 


Lecture notes on some of the business features of engineering 
practice. Alexander C. Humphreys. 1905. 187 pages. 


Depreciation. Robert Hammond. Proceedings, Institute of 
Electrical Engineers, April 25, 1907, pp. 270-301. 


Depreciation. Engineering (London), May 3, 1907, pp. 385-386. 
Editorial review of recent papers on this subject. Especially 
the papers of Robert Hammond, P. D. Leake and Lawrence 
R. Dicksee. 


Depreciation. Stone and Webster Public Service Journal, July, 
1907, vol. 1, pp..16-19. 


Depreciation and reserves for anticipation and obsolescence 
from an engineering standpoint. C. H. Yeaman. Elec- 
trician (London), July 5, 1907, vol. 59, pp. 475-477. Ab- 
stract of a paper before the Incorporated Municipal Elec- 
tricians Association. Also discussion. 


Depreciation. P. D. Leake. Mechanical Engineer, July 27, 
August 3,10, 1907. pp. 117-121, 147-149, 179-182. A plea 
for the study and use of better methods of measuring and 
providing for depreciation of industrial plants. 


Depreciation from a manager’s point of view. Stone and Web- 
ster Public Service Journal, August, 1907, vol. 1, p. 69-71. 


Where maintenance ends and depreciation begins. J. H. Neal. 
Street Railway Journal, October 19, 1907, vol. 30, pp. 700- 
VOT: 


Appraisal and depreciation of water works and similar prop- 
erties. William H. Bryan. Journal, Association of En- 
gineering Societies, December, 1907, vol. 39, pp. 336-381. 


Depreciation. Alexander C. Humphreys. Progressive Age, 
December 2, 1907, vol. 25, pp. 688-699. 
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Depreciation and other reserves. Alfred Knight. An example 
of depreciation charges. ‘‘Lindum.” Journal of Account- 
ancy, January, 1908, vol. 5, pp. 189-204. 


Depreciation of Cardiff Electric tramway and lighting under- 
takings. John 8. Allcock. Electric Railway Review, 
January 4, 1908, vol. 19, p. 16. 


Depreciation. C. N. Duffy. Electrical World, February 1, 
1908, vol. 51, pp. 217-219. Digest of paper read at meeting 
of Northwestern Electrical Association at Milwaukee. 


Depreciation. Edwin 8. Mack. Progressive Age, June 15, 1908, 
vol. 26, pp. 372-3875. 


Repairs, renewals, deterioration and depreciation of workshop 
plant and machinery. James E. Darbshire. Engineering 
Record, October 31, 1908, vol. 58, pp. 482-484. 


Die wirtschaftliche Bedeuting der Abschreibungsfrage die In- 
dustrie. C.H. Lewin. Zeitschrift fur Werkzeugmaschinen 
und Werkzeuge, December 15, 1908, pp. 104-108. 


Depreciation accounting for small companies. George E. 
Claflin. Proceedings, National Electric Light Association, 
1909, vol. 3, pp. 165-182. 


Amortization, the laws of trust fund investments. Guaranty 
Trust Co. of New York. 1909. 32 pages. 


Depreciation of plant and fair rates for public service. En- 
gineering Record, February 20, 1909, vol. 59, pp. 197-198. 


Valuation of public utility properties. Electrical World, Feb- 
ruary 25, 1909, 14 page; March 18, 1909, 14 page; March 25, 
1909, % page; April 15, 1909, 14 page; April 29, 1909, 114% 

_ pages. Discussion between W. H. Winslow and F. E. 
Haskell in relation to reasoning of United States Supreme 
Court in Knoxville Water Case with reference to deprecia- 
tion. 


Die Abschreibungsfrage in Industriebetrieben. C. M. Lewin. 


Zeitschrift fiir Werkzeugmaschinen und Werkzeuge, March 
15, 25, 1909, pp. 221-223, 233-235. 
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Provision for depreciation by public utility corporations. En- 
gineering News, March 25, 1909, vol. 61, p. 328. 


Depreciation. C. N. Duffy. Progressive Age, September 1, 
1909. 4 pages. 


Deferred charges to operating. Walter A. Staub. Journal of 
Accountancy, October, 1909, vol. 8, pp. 401-418. 


Depreciation reserve. Municipal Journal and Engineer, Nov- 
ember 24, 1909, pp. 772-773. 


Depreciation. H. W. Wilmot. Journal of Accountancy, 
December, 1909, vol. 9, pp. 104-1138. 


Cost and depreciation of steam and hydro-electric installations. 
Electrical World, December 30, 1909, vol. 54, p. 1558. 


Depreciation renewal and replacement accounts. Herbert G. 
Stockwell. Journal of Accountancy, December, 1909, and 
January, 1910, vol. 9, pp. 87-108, 189-210. 


Handbook of cost data. Halbert P. Gillette. 2ed.1910. 1854 
pages. 
Die Besteuerung der Amortisations—und Erneuerungsfonds. 


Adolf Pilch. Deutsche Strassen—und Kleinbahn-Zeitung, 
January 8, 1910. 1 page. 


Depreciation and reserve accounts. Journal of Accountancy, 
March, 1910. 6 pages. 


Depreciation. Electrical Review, June 24, 1910. 214 pages. 

Ethics of allowances for depreciation. L. 8. Randolph. En- 
gineering Magazine, August, 1910. 4 pages. . 

Determining amortization in industrial plants. Maurice Bellon. 
La Technique Moderne, November, 1910. 5 pages. 


Valuation of public utilities: deduction of formula for express- 
ing present value. Clinton 8. Burns. Municipal Journal 
and Engineer, November 30, 1910. 234 pages. 


Methods of making computations for depreciation in public 
utility plants. F. G. Finkle. Engineering-Contracting, 
December 28, 1910. 1% page. 
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Doubtful factor in depreciation rates. Engineering, January 20, 
1911. 14 page. 

Depreciation of buildings and machinery. Engineering Record, 
February 11, 1911. 2 pages. 


Where a theory fails. Richard W. Child. Stone and Webster 
Public Service Journal, June, 1911. pp. 422-425. 


Depreciation. H. G. D. Nutting. Electrical World, August 5, 
1911, vol. 58, p. 323. 1 page. 


Evaluating depreciation. Electrical World, October 7, 1911. 
1 page. 

Rates of depreciation of waterworks plants and electrical 
plants. Engineering-Contracting, October 18, 1911. 34 
page. 

Custody of depreciation funds. Electrical World, January 20, 
1912, vol. 59, p. 126. 1% page. 


Custody of depreciation funds. George L. Hoxie. Electrical 
World, February 17, 1912, vol. 59, p. 367. 114 pages. 


Treatment of depreciation in connection with the Federal 
corporation tax. Journal of Accountancy, March, 1912. 
4 pages. 

Depreciation and wasting assets, and their treatment in assess- 
ing annual profit and loss. P. D. Leake. London. 1912. 


Depreciation—Electrical Property. 


Depreciation. Robert Hammond. Institute of Electrical 
Engineers Proceedings, April 25, 1907, pp. 270-301. 


Adequate depreciation of capital expenditures by municipal 
electricity undertakings. J. H. Bowden and Fred Tait. 
Electrical Review (London), June 28, 1907, vol. 60, pp. 
1064-1067. 


Depreciation of electric light plants. Robert Hammond, A. C. 
Humphrey, W. H. Bryan. Municipality, March, 1908, 
vol. 8, pp. 69-77, 100. Extracts from several articles 
giving data concerning the actual depreciation of electric 
light plants rather than methods of computing it. 
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Estimating the cost of an electric plant. Journal of Franklin 
Institute, May, 1908, p. 397. 


Obsolescence of electric lighting plant. Electrical Review 
(London), September 25, 1908, vol. 63, pp. 516-517. 


Depreciation in municipal lighting plants. Electrical Review, 
October 3, 1908, vol. 53, p. 493. 


Depreciation and repairs. Electrical Review, November 28, 
1908, vol. 53, p. 807. 


Depreciation of power plant equipment. F. H. Neely. Power 
and the Engineer, June 8, 1909. 1% pages. . 


Discussion of depreciation at Wisconsin Electrical Association. 
Electric Railway Journal, January 29,1910. 1% page. 


Depreciation and maintenance of electrical equipment. George 
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PONS CONCEMNG i. cg hs 1 sk Ld aL ote ee ee ee 475-477 
overhead charges iy.00.)) Wie sist a meena eee 212, 253, 262 
pavement.ovier Mams.". 3. Whe Scr eee: yee eee 150-151 
rate of return. 2. ek co ee oe oe ee Gee 673-674 
water case: 
annual depreciation allowance .... .....ccecee eee cede eens 438 
GOIMF CONCERN. oc 3 oso sees Ew Ue hate eee ds pe et ee 468 
rate Of TOVUIN. ©. ..: swansiw: oaasteel ee seal hoce aeee See 654-655 
Charges: 
see OVERHEAD CHARGES 
Chicago: 
gas rate case: 
annual depreciation allowance. .............cceceeeees 429-430 
cost-new v. cost-less-depreciation. ...............0000. 365-366 
franchise valde ti 3 6.0 05 ose rere eee eee eee 618-620 
Overhead CHATZES. 55 ok ace ein Vics o orse ee eles ere eee 217-218 
Fate Of TECUIDA. 6... go's ee ote ee ee ee ta 675-677 
working capital. oi. /...: dsc css vo ee Re te 298-299 
street railway appraisal: | 
contractor's. Profit. 64500 iv. soc sone 5 Pe el I ee 247 
depreciation of overhead charges. .............20eceeeees 354 
everhead charges... occ .5 6 SNe es Oasis ee eee 213-217 
PAVEMOEN Lb. 6 hai oY ola ames De ee ieee ae a 172-173 
street railway assessment case. ..... 6.0). eke aee a ee os de 424, 639 
street railway settlements, bond discount.................. 274-275 
Clark, Circuit Judge: 
cost-new v. cost-less-depreciation. ... 2... ec cece ee ee ee ee ees 374-375 
Cleveland, Ohio, street railway settlement: 
appraisaliof franchise value... 205 s).0\ is a os Sere eee 629-631 
bond Miseoutit.: cs js gies reid: 59/0 k's oo Ih aS SREY ies eee 274 
Wong concern.’ 4 ls oste.e2 + 4-elee etsy ee Maes oe eee ee 477-478 
overhderd charges, elie sien cee es ohn colon oa ee eee 218-220 
PAVEMENT hod Fak ested a ATS eee each sere anne EE 173-174 
Columbus, Ohio, electricity rate case: 
annual depreciation allowance. ..,.........0.00ccccceeeee 427-428 
bond! discouttiry sis phan dite dad ively Goal ag ak Wee a 284-285 
cost-new v. cost-less-depreciation.... 2.0... 2... cc cee eee eee 368-369 
cost. of reproduction.» ... 660 66.0 VAS aa ae eee 75 
fair value for rate purposes: .'). 0. a ee ae ie ee 30-31 
franchise value... 4... sye:esjo 0 «eles nels sida © RTE ae Omens 593-594 
PONE CONCEIN. . 2)... wos wd wae se ee Ieee vin wae 468-470 
overhead charges. ............. ce deli se eae suet ato kt teen Sane 220-221 
PEATE OE POULT Goo ayo ve ie soni 5s ney vl ee ee eee eee 659-660, 690-691 


Commercial value: 
see MARKET VALUE 
Commissions, regulatory: 
see Moopy, JUSTICE 


Competition: 
Columbus electricity rate case... ... 6... v.14... ones Bee 75 
Franchise! Valtie. 5:4 sce e's! eos, cu mcudhiaale ies a a ee 574-575, 591, 631 
effect on ‘railroad ratess. s4..:. SIR Pye 183 
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Competition—Continued PAGE 
losses due to, Wisconsin Railroad Commission rule........ 541-542 
PeCemO rer OU eKE rr Geren e mis PO Ee ae ais we eos vig lass wiles 676, 705 
revulation of rates takes place of... 0600. ce eet 158 
PAUMOMLOMMarkel Vale GHCORY: icc bei lo odes lac eke eee eee 51-52 

Condemnation: 


seé 'RANCHISE VALUE, PURCHASE CASES; GOING CONCERN, PUBLIC 
PURCHASE; PUBLIC PURCHASE 


Condemnation proceedings: 


PCEOMUCTIONICOSL MIO ING OF WAY Giese «lela. s. cals sin eggs cia seeks Wes 133-134 
Connecticut Public Utilities Commission: 

reproduction cost the standard of value for rate purposes....... 101 
Connecticut Supreme Court: 

franchise value. purchase casess (flee ok ooo OI 582-583 

geome concern in purchase "cases, eta tl... aac Pea 454-456 
Connette, E. G.: 

GQVEPMEAC MONAT e she. VALI aes es yas ete eS 250-251 

PU ete ACE PE COLTON. f.itc 5 Lcd ais Resear eines thos lees tia hee es 347-348 


Consolidated Gas Case: 
see Table of Cases under Consolidated Gas Company and under 


Willcox 
Construction cost: 
ery UA BIOTIC SOUOUICAUION . (0) 0.5 soe aie eisiciats ca sccsusch sale om ee 327 
bond discount....... OE SREALER Oates, NORA TRESS Rip Fa Wer 284, 285 
opi PLETE G8 CE SST ES RTT RES po IN DLO i og IRE 246 
PUT e st EAU CONSUTUICUION, 9. ohh Os sh 6 ola vies sieey we dck tn aphee me A 253 
PR I ATE CO defo RO Sa ee ee a dg es ble RRR hd Oa AED 242 
PIROWELONTOOMALCC YS 2) cisen ls, Lith aie gg os Sse caters ot wow gnu 6 Geo ete tae 162 
CCEY LUDA SSG cect ER Cat Se! 2 nc Na ay we 297 


see also PIECEMEAL CONSTRUCTION 
Construction period: 


avetnge price tor period equal fois. s/s) Ok As 8 eg 206-207 
Contingencies: 
adaptation and solidification included in...........66.-05004 327 
Ciicaror taal alee BDPTAIsAlia aeliiel ace.) caseate A ale ohtuk 4's 4: apn! td Me 218 
Onicaso etreer Tallway appraisals. «2a dicerss cal bode aes pee 214 
Cleveland street railway appraisals. 0). cece el ee ee 220 
depreciation of overhead charges: ..6..8..0 2 EE AAG Sees 355 
Dea hi ontes water ratercasey 22 vcr. Fai a eke ee es oN OR 222 
EPATIC LUISE TVALIIC SLO WHIMCGei. Simi rigss see sue ald s LE ae Baa 637 
ACIOGE All OVCENGAG CHAISES oc ai. es lates ee aes 8 210, 240-246 
BEC OM HIN CDG TEAS LALO CASE ictus e eis co eis dso siblellc acaba ale la peha Pinta 223 
Moacsachusetts ValidationvBoards <select ed 225, 243-244 
VIET ISnV Len RAt AP DLAISAL 2) sie se gcva ys edie we eta ete tee so aie es 227 
NMiiemipane ParrOad) APDLAIAGL cls se ow 2,0 wip. wine > bool ee 227, 241-243 
a MEE OUMTAMEORGLADDTAISAL S06. i etn viel cece & apeyoe's Kilewl a a et RRR 228 
New York Public Service Commission, 1st District......... 231, 232 
Wiiahoms telephone Tate Case. se ws ees esa ween 232, 245 
St. Louis Publie:Service:Commission. ........ 62.05.00 neces 244-245 
BG PETC ECIOI III HUGE ABCs caer cn 5 eka cee mila) poms theme ede me mbna -eaTaaNE 237 
Sach Dakota Tairosq appraisal... eo. Mea eated nee eke i dete 233 
Washington Railroad:Commission. ... 2.006. ..8 2.00.2 ete es 234, 235 
WAC OSIM sPaTIPOR MAA DPT AISAle oleae. ake eukenechei dots geeanle 2 ge 237 
Wicconcite Ralirond COmmission, << i566 40 cis ae ede sae bla’ 238, 246 
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Continuous construction: PAGE 
cost compared with piecemeal construction................ 304-305 
Contract: 
WaluationOl, CXChIded Nor ec tase cae hae Gab oat eee 623-625 
Contractor’s profit: 
Chicago ‘surface, railway appraisal.:. . ics... si. oe Snake cea e oe 247 
depreciation. of overliead: charzese ci 5 ocvieswcln cious nants ene a meet 355 
Des’ Moines water Tate Case. 000. Sn Ba wae ok ere es een ie ee 222 
Falmouth, Mass., water plant........ see eee ee See 251-252 
included in overhead charges. . 0.03) .50. 0 oo. eo 210, 246-252 
included An“iit prices!’ s).:. {elie hha eee eee eee 246-247 
Massachusetts Validation’ Board |... (eesti slew ch eh eine oe 224 
New York Public Service Commission, Ist District... .231, 232, 248-251 
St.Louis Public Service Commission. 3\....2% «0.25 ..5054 +65 247-248 
BUD COMEPACEOR G6 sinc Shy tall w se ee? oat aca ce a 248 
Contributions: 


see GRADE SEPARATION CONTRIBUTIONS; PROPERTY DONATED 
Cooley, Mortimer E.: 


appraisal of Chicago surface railways.................0005 213-215 

ovetiead charges, oi or). a eee ae 227 
Corey, C. L.: 

equally efficient: plant? i). e's 3 ¢ sak eas Bide eee eo ee ae 76-77 

pavement Over MAINS, 2 esses Sees Se ee ee Caen ne Seen 154 

services furnished by consumers: <1.) Hee. e ees eee ee ee 167 

WOTkKIN? Capitals. cb EN ee eee ie Ae ee 287-288 
Corporation income tax: 

ASSESSIMONG e's Fy Ce eS ar at eh cng oR 409 
Cost: 

compared with value............ IEEE RUC OTT ESO LDS Ca es 5 


see also ACTUAL CosT; CONSTRUCTION COST; PRESENT COST; PRo- 
MOTION EXPENSES; REPRODUCTION COST 


Cost of reproduction: 
see REPRODUCTION COST 


Cost of service: 
see ACTUAL COST 


Created income value: 
definition. 36846 wel Meigen ee 500 
see also GOING CONCERN AS CREATED INCOME 


D 
Deferred maintenance: : 
COTTIEION «iis! c's < cocv ee) ire’ tira hae oO eet ee 350 
Definitions: 
Betial ‘cost. 6.502 Oya Pee ee a raced 82-83 
PAADEATIONS oo i4 secon s lidin sodas Be ee Ae ee a 310-311 
appraisal. «i .i-1 .iesa. 63a sts as eee en Al 
bond’ discounts ..ss0. Zaoui On eoy ee eee ee 215 
bonds; well-secured 0. 0... CaS ea ea ee 278 
brokerage. i. see ans a oa ales An REG an nn 268, 278 
CHSUIAIGRGe cik's 6 Cae eae whatie lack, SHRP we Reet Ree oe ee tone 350-351 
cost: of reproduction...) 02. ,aee ee ee 71, 72-73, 77 
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CRENLE CAME OICEV ALTE Ot litte outers oso» » lsekrdiabar ler Seats ain clea 500 
CELErPeGMnaIMlClianGGr stl dis Lisa) OEE a ce Wnide vale Sele 350 
Cope Cia Wika eye eI, GAP ts recl isis do ap eee ake 330-331 
PASERU ATO eal 3 IORI Ena. srodvbulccin! hg 1S TREE Mtoe at 50-51, 57 
SEARO MING Wave Oe ako ote xc BY as SN Do sane | 461, 617 
TUNCTIONSKlepreciatioimm arc e tek 3.402 BATE eure wba b-otetl 330, 381 
POM CONCELLe. Gte ee WANs eis. Sood a. 501, 502, 510, 514, 558-559 
i OLEMAVALe oa ee Maen tt iS ee Se oP 457, 470, 472, 554-555 
PEERS CG We ai aE OST ies 2 Sa Pa 349 
AMEN OUR LT rete oR EOE hoe cy kas Choa e oe ee ae 211 
PioreIMOTU RV A LUCRM EM Men ae ete se alee soe bee 42 
net earnings rule........ PRM ATR un Sa eck 5! Poh Secat cc oks een 636 
LY EEVN TACO OES ide ORE) te ar i aS ie en re 350 
Peer eSeOn Ue iy tinal pee wane cre. ul lt De ie oes 349 
PPE ee RIVET SST BCG CG TR Ben CER TRS oi Sn bale ae fa Se 332 
EP ETE IOE'S) Oc CORES LT pid Fea HOR Bat a Arad Ms ade eh 349 
Or CRMC AEC NARUCR Eth tails gehts WAS AA ke as wae en ee 210 
Dey ICAIRCE DTC CIIEIOL ae ae ys emai tN a, a 330 
POU aNO Sa BRE 2 BS SUR AGHONE RUA ea URE Aaa ads DU Ge ara a 332, 351 
POP AE CNS asl aI ec ROT ea ka a ea ahaa OSL a aR 413 
eR NE CCE Men Peta Say Liv aoe tA he Stee oo ene Ne a 144 
BOL PEAS eee targets css vocetcg teks "eas MeAs SR er Nai 2% nets a8 332, 349 
SLA, AES Ho 1 RGR oF ele i ot Sa ea ar 95, 351 
PROMO OI Re eitge seemed etme Ries sock a homer die che 311 
EET STENTS) UTS Di dial Aa Si a et Se en ae eR gy 635 
CRT eee Loa el al gt ROR AUG Ae re A ol a a er ain aE RL 381-382 
PEC emer Reet ie Mer ee aa ye Ve cles we eat ee Cotes 332 
Mit ee ROE EEO NORSCA CE her eet ans OA hes. oa ate ep eye horace Mae eee 567 
VAIO NE Gees eal olin Keefe ch) Wane go eieis) syrke bony ¢, ciaed. bide eee eae 332 
SACRO LNERESS STE hes be ee AE am a Gg Fae i 295 

Depreciation AA IE, CE SOR Te ee Chap. XVII, 328-356 
actual decline in utility value as basis............-.....+5+5-- 342 
actual inspection method of measuring.................... 341-342 
BeereC AOC Orie ase LOM a silos cock i cod oad oes Hee lee ble 6, 32-34 
Be et WAC OTOL ce cs shakeup a tats bo Gap lew awh s saree 331 
PUP ERT AU pie eee Sich ae ash Ree emtave Cache teste iyd-4 byw inla'he 735-745 
MILE COIDIGION chia tir ef ile) dos: «ann. , 4 4) ho Simian en ee A 350-351 
ACT retary rr eiaes ule R aay bh ieee ited viata abt Ba i aa es 330-331 
Gererrednnaintenance:: CONMALON. g2e5 5 ie hos oa NNN Gee 350 
dependent on purpose of valuation. ..............20.-005- 330-331 
MTGE TCL ERW CAB CC LIOICION Gy Vikas celia trh ss 4. Ae Iie espe tus & onlin 350 
original service value, definition............. GR Wale ARE se 0G 349 
Ce ee AT CCR ee ia eth oo ciety ewes RLS RA EN Seah & 353-356 
physical compared with functional. 1.0.4... 0c. se evereesensa. 330 
physical deterioration as basis. 2... 666 ove eevee ee een ess 332 
Pre sertavae SGenNIIONs 256s. ee os Ne A A WAN Cire 351 
present worth method Sppied 6: aClags ole ae Mins Kw kates 339-340 
present worth method applied to system as a whole........ 340-341 
present worth method of measuring...............-....-. 338-341 
remaining service value, definitions). .6.65 4 bead i ok new ees 351 
scrap value, definition.......... ERRORS SR, 0G NR: 349 
sinking fund method of measuring... .334-338, 342, 346-348, 352 

cost-new v. cost-less-depreciation. dh este a 8 io a Pala 369-371 
New York Public Service Commission, 1st District...... 346-348 
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Depreciation—Continued PAGE 
solidification of roadbed » .)..<,<.(o se Canes ee ee ae 315 
straight-line method. of measuring . .332-334, 335, 342, 346-351 
uniform investment cost method oi measuring ( lehps deo d SL Nee 343-346 
uniform water supply. accounts. 2... as. ee 351-353 
value tor rate purposes. < . $b he ey en cea ee 36, 37, 39 
see also REPRODUCTION-COST-LESS-DEPRECIATION 

Depreciation, annual allowance.................... Chap. XX, 401-439 
accrued) GepreciatiOn: .....s52- «cas Gee eae 406-409, 412-413 
allowance to cover only current replacement inadequate..... 433-434 
appreciation set off against’. ..../.--6a4 . 9s. sanee 119-120, 319-320 
Arkansas electricity:Tate Case a0 ne ape «a eran eee 436-437 
Cedar Rapids gas rate case .......... ERAN AERA eB NB Mintel 428-429 
Chicago Gas vate Case .iee7 ve uo cast cae eel Oa eee ae ae eee 429-430 
Chicago street railway assessment Case ............00000e eee 424 
Columbus ‘electricity rate case 72.00. SO fo etn ites 427-428 
corporation income tax: 2 0. v0. % «oy dered do tale Bee 409 
cost AccOUnTING AS:DASIS Wied uses reees hee eee 343-346 
Des: Moines water Tate Case. cc. ne te hae eee 428 
entire initial capital not permanently needed. ............. 358-359 
franchise Lax ‘CASES on cer nek siete tee ee, eee 415-423, 424-426 
functional depreciation...,...... Pe RA Gi More Sib Se 403, 415, 419-423 
Georgia Railroad Commission.......... Sah Sem Seis opto eee 427 
going value, Wisconsin 'rule....... Perrot e-aueirch ute at Ii: 531-533 
lows Supreme Courtt .), .o.a sah SE te era 438-439 
ELIA TION A be (CASE. si Neon Ge) dN arc ead a eee ne eRe eee 430-431, 439 
Louisville telephone rate case . /..0.....00 00.00.0300 000.. 415, 434-435 
maintenance accounts: "oc ee eee PS ERIS i Se 410, 413 
maintenance accounts include certain renewals ............. 403-406 
Massachusetts statute for municipal lighting plants......... 423-424 
Massachusetts telephone appraisal . .........55........... 431-433 
Missouri telephone rate oases... 1.0 is eats eeo a 435-436 
net income determined by deducting depreciation Pee ORS 415-417 


New York Public Service Commission, 1st District... .406—407, 
413-415, 426-427 


New apis street railway tax case. .f4..),-2..4) La) ee te 424-426 
Oklahoma telephone rate case. 3.0. iy pepe eae 433-434 
pavement -OVeEr. MAING si o.13' 0.5.0, Baonsiti eects aver eet ee 152-153 
physical and ordinary functional depreciation covered by....... 403 
relation to deduction of existing depreciation .............. 371-372 
relation:to fair-value.\....s 0 4J0a eet. ae a ee 361 
relation to original cost 063.0: .4 as Sal ee ee 352 
reserve invested. in improvements. ........0.005.4..02-008 361-363 
San Diego water rate case ...00. coe cee eee eee ek 26-27, 437-438 
San Francisco water. rate case... 0.0.0.0... 00 0c bebe dae es eeas 430 
Savannah street railway fare case. ..5 0.0.06... 00. dese eaeeeve- 427 
sinking fund method. ........... 410, 411, 414, 415, 417-419, 428-429 
straight-line basis..........0. 2%) O0@ Se eae 410, 413, 418-419, 435 
Washington Public Service Commission ................... 403-404 
Washington Supreme Court, electric railway rate case. . 407-409 
Wisconsin Railroad Commission . ...........+.0¢.s0200-.. 409-413 


Depreciation, functional: 
see FUNCTIONAL DEPRECIATION 


Depreciation, land value: 
terminal ands) (fo) + nda thew ed ee Pee TIE, 
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Depreciation, overhead charges: PAGE 
Chicago surface railway appraisal .............0.. 0.00.00 215, 217 
Columbus, Ohio,velectricity rate case... 2... 666 esas oe be eed olde 221 
DCs NPOIMCIIWALCY FALEICASO: u's. n ides h lk ELL sed dds. 222 
PAMCOM NCD, Pas TALC (CASON Co. ajo on ONS bold wel ea idclace bates 223 
Massachusetts Validation Board’: «0% 0. 225. sackawes Yaa ae ee 226 
PIC MEAT EALOdG AP PTAIsalcias 4 sic e Sogn kd aly c eekelai ass Pela. 227 
P PeOMEGOL A EAUTOAC OPI AISAl ia), Sodus d Belo ieie blig Saiyts fetdw a dans ak Sie 228 
New York Public Service Commission, Ist District............ 232 
Soutm. Dakota. railroad appraisal 2..5506.00.). 00. es eee 2 233 
Washington Railroad Commission. 03.005 00. 0 a2 a le eae 235 
NV ISCOMSHY BALITOAM APPRAISALS... «6. 5 Hy cee sa be ss a's Warnes 237-238 

Depreciation reserve: . 

SUE PHeURUCDECCINSIONT Sire eed. So eek e eks oa DA 370 
amount in, measure of depreciation ................ 0000 eee 349-350 
BOBUDEW a eed, oe ae Sa STR eee me ee Sec oc a3 cays 365, 366 
DUCE UGTIR OMe aces Lk Wee Gere ee ie by Make kee wey Sod ba wats US 411 
PEC HONANCEDECCIATION cue tne strom neice nn ss OI 382 
EO MCSCCCMIY MIDE OVEMPOCM US 4 ssi «0 a/c us ON ims P0063 Sank eA ale 361-363 


see also AMORTIZATION 


Des Moines, Iowa: 
gas rate case: 


cost of equally efficient plant as valuation basis........... 73 
PORCHIOMA CepreciagiOnte tk erence eh ey 393-394 
POMP ECOMCEEIN Pore ah icstin meena eran WC edldey tong g Mea alge aes 498-499 
WEVUTIS COMO LOUWCEDY. ay See nek gab bere en eis sed aac WER Layee 194-195 
water rate case: 
annual) depreciation allowance. o... 2.5.5. esa ne oe heals 428 
CXCESEIME ATV ESUINENIGE nip cde wee mi dem vo Wiad Near aL bie 198-199 
MOINS CO MCEIIIN teh fie Sie acs, en EAA Acti, Pane ees 480-482 
OVEPNCAC CNArUesic. eich ane i gio theo eal a ee eee ee 221-222 
earemcme OVER IAIN sce i es a hs 4 saeco 155-156 
SEER TEUCS) Pg aE RC Clee oy ae COR Cicer eee tone 685-686 
Deterioration: 


see DEPRECIATION 
Development expenses: 


SOPTTe Pigs 08 os 0°08 ig aa rN TEM en SINCE el Ie he ot At ans oe 269-270 
aeorecintion OLovernead Charges... 0.0. ee a 356 
WATE CONCEID INL ALC CASES) oie UN es ig ti ok eS Ueee aie Me eid ee wrk 491 
New York Public Service Commission, 1st District. .231, 262, 266-267 
MOISERL OE MDIODOIY ie fake So os a aid ie hale erence eo 190-192, 194-195 
Discount: 
present worth method of measuring depreciation .............. 338 
PVISCOMELION BONGS 0% sic21. ho ss boas HOPE Chap. XIII, 268-286 
EERE ATION OL ety, Lorrie D ema his ewe oxvlalehnk ech an Whales SAN 269-271 
Cshicae OAs PAN bap Praisald, Soc. . ce. odd ee Ma Ua awk Swaw 218 
Chicago street railway settlement ................002.0005 274-275 
Cleveland street railway settlements ............0....5.00005. 274 
Columbus*eleetricity: rate case «oi... cee Pian Seas 284-285 
CN TESTR ATS 90, UP AEE RD oy Et MORE SOP eine PO Bere ak |e) UP ere eee Co 275 
NSE net, Regn li, a ORM NES erie Ry ech cot ne 268-269 
CROUICLCU ne teen e ERR ae oi) ae UP Larrea ATCT AS 17 
PRCOMNOAS TALE CASH Lose fee lois ates a alae Wile MRCe 285 
Pinnesota railroad rate Case Wii) eS A ee Ro ay a 285-286 
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Discount on bonds—Continued PAGE 
public purchase, cases 3:2...) ide Geepeiae See eee: 274 | 
rate Cases, SUIMMATLY. .. s..<55: 0b) e eek eT a ane ee cee ie tearm Ree 286 
Seattle telephone rate case; 4 oad. ...... sada ees perenne 237 
state railroad appraisals 4.550.505 Geen eee eee 275-276 
treatment in connection with capitalization................ 271-273 

» uniform: systems. of accounts). i. a.i eee Dee oe eee 269-271 
valuation for rate purposes ...< .).., Ue He ie ee eee 276-277 
Washington Railroad Commission .....................0-- 277-278 
Wisconsin Railroad Commissioniniiie Gc ted Ape ee 278-284 


see also CAPITALIZATION; INTEREST 
Duluth, Minn.: 


valuation of terminal land \)00:.-3 2.5.2 ee oe oe ee 135-136 
Du Pont, A. B.: ' 
appraisal of Chicago surface railways ............... 2 dae + 213-215 
E 
Earning power: 
fair Value:for rate purposes...) .\.::..;-.cad eek Me ae ee bene 
franchise value in purchase cases ...............4. 572-5738, 582-583 
franchise value in Tate eases”. 7)... ...)cenonl tes essences 616, 618 
meustire of iranchise value): 7.0. 23..2 ee es eee cee 613-614 
rejected (as basis forpates 244. 6 aiin sh eee ana eee Tg aL 
standard for:railroad yaluation.., .)0) uuu Ganges fmeabincda doe 65 
valuation for tax andirate purposes. cfs4e -\<sniadeces eens dn ete 12 
Edwards, Judge: 
actual cost the standard of value for rate purposes. .......... 93-94 
Efficiency: 
physical depreciation... 455s .scuate sae Tes Cree 337 


see also OPERATING EFFICIENCY 
Electric railways: 


BObUAL, COBtH hia aches alee f ook 0 Nos SR pea ia ele 101 
BE APTALLOD hen enh ei eg Susie Gla Se wie aa atte ara a Oa rae 322-325 
appraisal of franchise value... 44\\s,.445.) se Gee 629-631, 639 
appreciation of land ‘value... ¢../2 «ead een ae eee 103 
bond discount, Cleveland and Chicago settlements......... 274-275 
bond discount, Maryland Public Service Commission.......... 270 
bond discount, New York Public Service Commission, Ist District 
. 271-272 
bond discount, Washington Railroad Commission........... 277-278 
cost-new v. cost-less-depreciation............ 358, 368-369, 376-380 
depreciation, annual allowance....... 403-404, 407-409, 417-419, 
421-423, 424-428 
depreciation, bibliography) ..1./) fae Soe ee ae 742-744 
franchise valie:in rate cases... 00.0 19 ee ee 623 
franchise: value Lheory wfc canis RG 640, 641-642 
functional depreciation......... 389-390, 392-393, 394-395, 397-398 
going concern as created income, :j0:s i A4lies Olle eee 507 
going . concern: in rate. casesuncct eee. ciel iee ae eee 477-478 
market, values se as ways 0) som «ct ele eR ee eee 46-48 
misplaced or partially obsolete plant... . 2.2... cs 205+ ssrceneenia 56 
overhead charges, Chicago surface lines.................. 213-217 
overhead charges, Cleveland street railway appraisal........ 218-220 


overhead charges, Massachusetts Validation Board. ... .223-225, 240 
overhead charges, New York Public Service Commission, Ist Dis- 
LEG ood bsg cat Ca ee ee 248-251, 259-260, 266-267 
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overhead charges, St. Louis Public Service Commission... .247—248 
overhead charges, Washington Railroad Commission.......... 235 
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physical depreciation ............... 333-334, 341, 346-351, 354-855 
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Electricity plant: 
annual depreciation allowance 406-407, 409-412, 423-424, 427— 


428, 436-4387 
SOV CCAA TION TT ATED VAlUS coax we ast ea bee 9 6 111-112, 119-123 
DOR CC COT ro ry Giiea Deena Sita ETe sie Ae is 24 ie oA 284-285 
cost-new v. cost-less-depreciation...............-. 366-367, 368-369 
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fair present value of tangible and intangible property......... 30-31 
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functional depreciation .. is se eek ek rs eel 385-387, 388, 399-400 
going concern: . 
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NE TASER CACO icc ie ae fe he isl sk hey hl > IS 451-452, 454-456 
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Wisconsin Railroad Commission rule 520-522, 524-531, 533, 
541-542, 544-545, 546, 547 
overhead charges: 
RG a ARECIBO Ch oarre Gal sisty a gate rane oman 220-221 
New York Public Service Commission, Ist District . .258-259, 262 
St. Louis Public Service Commission 244-245, 247-248, 257— 
258, 263-264 


Wisconsin Railroad Commission.............. 238, 246, 256-257 
POVOMENL OVERIMAING 2) 20S sha cj ee tpn oe he ee eee nas 152-153 
physical depreciation ......... EE RIN Ws an st di Rs aR ra 335-337 
piecemeal construction (0... cee lee eee eee eet nes 305-306 
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rate of return...... 659-660, 661-662, 683-684, 690-691, 696-700, 

706, 711 
SENOS Ga) a a Cae Se RA 192 
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WOPKING ICADIEL a she sc 5 eg PUTA CL MEL aot ee eae teeemsee) esata 290-294 


see also PROPERTY DONATED 


Eminent domain: 
see CONDEMNATION 


Engineering, overhead charges...........-0 +e: eeeeeeeeeeeees 238-240 


Cedar Rapids £85 CASE. 6 ce ie ene a 8 miatehecetararane ote, srete 212 
Chicago gas plant appraisal... 6.6.6 6. cece eee ete eres 218 
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New York Public Service Commission, Ist District...... 231, 232 
St, Louis Publie Service Commission’ =...) eae eee 264 
Seattietelephone rate cases :)./5 sv 5.4.) eee Pee ee ee 236 
South ‘Dakota railroad aporaisal’...cb-s cas hae eee oe ee 233 
Washington Railroad Commission. ................--: 233-234, 235 
Wisconsin rairoad appraisal... eos ee ee RE SG Aa 237 
Wisconsin: Railroad, COMMISSION. Giiaac aee ee eee ee eee 238-239 

England: 
publio purelaases.. is. 0c eld a eres ee ci eee ee 458-459 
sliding scale method of regulating rates. .............0.0ee ee: 711 
working capital estimated for tax purposes................. 289-290 

Equally.euicient plant. os). \ nocesrt ee ee Cee nn eee 72-17 

Established business, cost of: 
excessive Investment;in’ plant. 2. / coc Pr 1 ee ee 198 
going concern Value, 365 ne sc Cao ees ee 560, 562-565 
Interstate Commerce Commission.............000000 eee eeee 97-101 
MPUTCHASE CABEBE |! He AYES A lie ot oS Whee ol PR HR tor 068 
Texas; railroadsrate Case: 64 sans ys 28h oa ieee wanna ee 509 


see also ACTUAL COST; GOING CONCERN; GOING CONCERN, WISCON- 
SIN RAILROAD COMMISSION RULE 


Evans, District Judge: 


actual-cost standard of, valuation. «0... a eee ae eee 85 
annual depreciation allowanee..... Wi. ...0. 5 heel ee eee ee 415 
fair walue for rate purposes... 1... ae ee eee 34-35 
franchise Value in Tate CASES. savers cient poke ee Eee 620-621 
going ‘concern In Tate CASES."7 4G. st, 55. ook ele oe 485-486 
Gverhead "Charges. (342) aca eee ete Oe eee 212-213 
rate Of retuiI sco ees ee eke eee hee 673, 679-680 
WOPKING Capitals a2. soe a) ENE EMRE Ae YER Gini MeN 0B 6 268 oki 302 
Excessive investment: 
Sani Joaquin irrigation case. 4. 4.2.4 (2. ee 29 
Washington valuation statutes ci5 5.5: elin ee alee ee ee 49 
Expenses: 


see GENERAL EXPENSES, ORGANIZATION EXPENSES, PRELIMINARY 
EXPENSES, PROMOTION EXPENSES 


Experiméntal, operation. .o 3) in) ivic eee ens oe SRR OR ee ee 322 
see also FUNCTIONAL DEPRECIATION 


Expert ‘opinion: . 24 6.0.0. Ge Re ee eee el 


Express companies: 
value for tax and rate purposes. ...060...08se.se0~s Pre me kT et Larrea | 
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Fair value for rate purposes........................00. Chap. II, 18-40 
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PUMCHION AMOS PTCOIAUION et aus ace ees co ea! Ge 390 
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no hard and fast rule of valuation................ 19-21, 38-40, 4 
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puyercar validation as basis for. .....0 sac wea e ky SSG CR 57-58 
HrOnecr Lelepnone Caserionk fh wh Loans baa ten eed 33-34 
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reasonableness of rates dependent on ..........0..00.00000: 714, 718 © 
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reproduction-cost-less-depreciation basis...............-. 32-34, 621 
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PatL-Wiego water Tate Cases Wiese ee ee Oe 22-23, 26-28 
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Farrington, District Judge: 
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franchise in purchase CASES wic\su fas tegen inn soe cote eee 576 
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Fluctuations in cost: 
see ACTUAL COST; PRICES 


Fowle, Frank F.: 


going: concern as-created income. 0.07 Ne, ee ee 516-517 
going concern value theory’. 6... 66.06.00. fe 569-570 
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Franchise value in purchase cases. .Chap. XXVI, 572-591 
compensation for loss of franchise to take tolls............- 575-578 
Connecticut Supreme ,Court ).5.2)... oe 582-583 
éarnings.as. basis.) sche ks ae is oe hee 572-573 
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see also SPECIAL FRANCHISE 

Piieronal GEPrecraion i529 s. cejese) e's, oe 19.6 egies =) Chap. XIX, 381-400 
PU ANOWANGCCH. 6. is risersees ceiste ga = 415, 419-423, 4380, 482-483 
SoHE 7 Se ah SRR a Ry RGSS re a Oe oe UM a 400 
PEAT PWC EDUV SICAL oe elit len sg ceri nies oye any geen RAS 330 
Meee thelr Crs © Oke et cee oe cose steerulas Memapry este se tegs 388-389 
deduction made in rate and purchase cases................- 384-387 
ERNE TD as ec ar ee cia uate be Fol asbestos beta dh iste 330, 381 
ieee tole st CAS TACC CANO. tree 8 tncanereeeiiy s+ yy ths eee me a 393-394 
PPT TENE Y eee in oa ot pane eee pers) a Ae plenls mee ase eH» 383-384, 391 
eh ey ee ose es 5 hotel ao oe Whe, cceseeth gah ceshys gate eteomeaas 536 
Poly Ge Vidas) DULCRASe CANE. cho sas cee cen og bmn tte event ole 385-387 
Ife ULES Bs Veena 8 © AA nM AeA ER re Beane ioe OR arenas 387-390 
Posted ey re LION etre is ok os ott eh wg eth nies actin a es 349 
investments in unsuccessful experiments excluded .......... 393-394 
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supersession due to consolidation... .................20008- 399-400 
Washington Public Service Commission... .............05. 389-390 
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Garoutte, Judge: 
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going concern as created income. ...... .66.06.00..00. 507, 514-515 
going concern in public purchase... .............. 451-452, 454-456 
going concern in rate cases...... 470-474, 475-477, 490-495, 498-499 
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541-543, 544-545, 546 
overhead charges: 
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Lincoln; Neb; rate Gases. s.3) 35 iene om ee 222-223, 253 
New Jersey Public Utility Commission................ 228-232 
New York Consolidated Gas Case... ...........6....20- 229-230 
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Wisconsin Railroad Commission......... 238-239, 246, 256-257 
pavement over Mains....525:0) 255559 oem 148-153, 154, 156-159 
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Georgia Railroad Commission: PAGE 
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Gifts: 


see PROPERTY DONATED 
Gilbert, Circuit Judge John L.: 
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LESSONS ca. Boat Lata elie ey 8 vy at aN! ON 716, 718 
moxvilloswater Tabe-Cas@e. o. oc ete tet sce ee cs eles 474-475 
COAL AIM OSthIV.Cn ears hee ey SG ae tiie ds ected does mga es 177 
COV ELELIVS RG IE NN TUR SSN SE es AI HID ie ee er ee 266-267 
valuation, bibliography...... DEI gs dx tog at RA ED ae 735 
see also GOOD WILL ee 
Going concern as created income................ Chap. XXIII, 500-519 
Pecmmparative Method Olek. 5. il Gece mole ee se de ane 8 501, 513-516 
Cet CL DCTIOU he 5c iaees J ale als al aah a gic Jeo) wipe ee Sunes oan 504-508 
nen ALCI CASE. ool Hinde ote Gi SS Slate ato eats Eialetea, 4 ale 505-506 
earnings during construction period................ 0.0200: 508-510 
income under existing rates v. income under reasonable rates . .510-513 
New York Public Service Commission, Ist District........ 514-515 
POT CO CORUM cieneiate setae wate kN 8 GF sche som eieeeu a uiene ae 516-517 
PoamePraneisco water TALC CASC. 24... coco ec ek eee ee heen 515-516 
standard of valuation in purchase cases. ..............0000 eee 559 
STAT Ute ive Moet Cr Hy Ris rege nie veiial: wh tysne cd MoRGD ys hae t 518-519 
Witsoe allroad COMMISSION: sc. . 0 ce he he come en eee ae 513 
Going concern, public purchase.................. Chap. XXI, 440-465 
additional value from operation as single line railroad... .446—448 
allowance for established business. .... 20.0.2... ee seen eees 445-446 
co) RS, TYPOS TSs NIT VG LO inn A a ae a a cP 452-454 
Galen ot) Wabein lan ine tner date dielesen ccs yee Ves ean 8 456-457 
Gloucester Viass., water Plant. . 6.5. ok om pee ne te ene ee 449-450 
Kansas City water plant........... PDS MORITA WAY cae sR hs 440-446 
RY ies SUP CINET © OUE Testa. Ya. lars: is )s.3 ws 43,08 9463 8, Ripa tae 457-460 
MLODilewwatet DIGMuADDIAIGAL: 6%. os .- ts gc eeis ca tse ar etmlegt ah 458-454 
Newburyport, Mass., water plant. ............-2 025-0505. 448-449 
Norwich, Conn., lighting plant. .... 02... 0-62... see eee eee 454-456 
Nig NTC RCE Ts Sr 08 3i.0.0,.5.5 0 pie. bens somegisy +e poncg sos #8 462-463 
Pennsylvania, water plant case... 0... 66s eer tee ee oles 460-462 
Prnode telancdewaten plant..|... 2.5 ceucscsasehee ese ey a cepts 452-453 
SE TEES Om nere eRMORY te Ae aa Ode ea Paar eect c 464-465 
Going concern, rate caseS ............-. 0202s sees Chap. XXII, 466-499 
Cedar Rapids gas rate. case... 0... eee eens 475-477 
Cedar Rapids water rate Case... ee ee eee 468 


Cleveland street railway appraisal. ........ 00.6 0c eee e eens 477-478 
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Going concern, rate cases—Continued PAGE 
Columbus electricity rate case.< vc. amelie melamine Le 468-470 
considered in rate of return but not in fair value.......... 490-494 
Consolidated: Gas: Case i520 ci, iitns gay ais ey teen cae ree 470-474 
deficit: method rejected 5 acs... Ha eer Ae costae a eaeee Reet ee ea 489-490 
Wes -NMOines fas. Case ages ee 4 25 ee anes et gta ee 498-499 
Des Moines: water rate. case. sins + '~.. ker Me Lee 480-482 
distinction between value for rate purpose and value for purchase 468 
GlOMMEN US Olay 4.5 4.4 ch ie Ob& om ROAIN week a husk ntaee ene ee Tos tee aoe is 494-495 
Louisville telephone rate case... ........... Ze its ec aes 485-486 
New York Public Service Commission, 1st District.......... 490-495 
Oskland, ‘Cal, water rate Gasew.:. 0 pay ek ee ce eee: 489-490 
Oklahoma tatlroad Pate Case. i6 sss. «(<4 bed hs an cee 479-480 
Oklahoma telephone rate. case.-< si... 2.5. cs aos poem dee ees 486-488 
San ‘Krancisco water rate case... saa. 4 ue sua one male eae 482-485 
South Dakota railroad appraisals 5 ..dis es: wack uo ae eee 478-479 
SUATUTN ANP dh sa Scr eid Scamp MAA at oie oe Ste as ee eee 495-499 
Deas pelroad Wateveasedo Mos 6) keer saleeeeale ora 466-467 
Urbana, Ohio, water rate case. 10 Cloke ce eet ee eee 477 
valuation of, identified with alee ROHN MOU RE See ial 
20) | EOD ROMA MIR ENR REET Chi kmh LN ie Ca TA 485-486 
value excluded) ish Sid eee GE ca ee ee 622 
Going concern, value theory...................... Chap. XXV, 553-571 
commercial’ vale. o255i6 208 aoe ss ee tee ie eee ee 554 
Consolidated ‘Gas Case: oo. 102 205 ws teh ote aon ye eee 556 
cost of establishing paying business....................0.. 562-565 
cost of promotion ‘of business’. 7.5.22. 8.5. oe eee ee ee 565-566 
cost of ‘service theory ss eee eee 569-570 
franchise; relation £05 6.4/0 0.2 We ae ee ee 553-554 
BOOd WALL Cae SR es ae 554-558 
market value v. cost as measure of. ..........0... eee sees 560-561 
methods ‘of estimating’? .29 2 ee ae eee 559-560 
public purchase cases) 61.0 5.0.'.4 ls ee ee 567-569 
TEUE CABCR O oa NECA, Gta tet tn gene a Te Ne 562-567 
reproduction cost v. actual cost as measure of .............. 561-562 
Wisconsin Railroad Commission. ................ 557-558, 563-565 
Going concern, Wisconsin Railroad Commission rule. Chap. X XIV,520—552 
annual appreciation in land value... 00 ois ee ee ete 531 : 
anntial depreciation allowance. .)...0.5 002 2) ee, ee 531-533 : 
certain methods of determining, rejected................... 524-526 . 
CONCLUSION 2 0.5, heli takes tite eta ata ee ial ee ee 551-552 | 
consideration of, by courts and other commissions............. 548 
cost of business ‘promotion offset by earnings .............. 542-543 
cost of establishing business method ..............0eee0005 526-531 
cost of establishing business, measure of going value........ 522-524 . 
deficit method ‘disapproved ..ijc..0." 3, «oe ee ene oe 548-549 
effect of application on valuations fixed ............%...... 543-547 
expense of certain litigation excluded ..................... 540-541 
going value a recognized element in purchase valuation ..... 520-522 
losses due to careless and unprogressive management not cap- 
WEG ZOD fe sos as so into guile ete iene ahake: 5 ke Le a ',.. .539-540 
losses due to conipetition i.) 0). ee a ee 541-542 
New York Public Service Commission, Ist District ......... 549-550 
past losses all :not capitalized: <)./.6.... il ee eee 534-539 
Peoria waterworks rates... Jn... 4... 2th eee eee ee 550-551 


plant..operated. at, a lass: ......,... siemens arena eee eee eee 522, 523 
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rate of return during development period.................. 533-534 
aii t PATiCISCOnWanel TALCLCASO.. o.. so. a + Cosy nip lost npwbtedhavere 548-549 
State Journal. Printing Company v. Madison Gas and Electric 

POE CO Danis rey Re i ose eee kar bn meh 8 4 oe ee 526-531 
VOUT GICE On TACO UT DOSES wpec on gn ik oles va oa sles Sata 522-524 

Good will: 
BUOWANCE (Oma ULC MASE CASES 3.1) ii we ute a's gd eles Cn ee § 453 
EGRIDEUUIVE BU RIeeRe Ce er once di dic.e esty ees areas ears stl dpe noel 555-556 
SEATING LE OPEGEIGN 0 = gv o.g. DURE TS 60S co MS Il eR 556-557 
RCP AUIOIS Her eee ie. at he eel yao bass 457, 470, 472, 554-555 
distinct from established business. ...............-..0000- 468, 472 
excluded from valuation, rules for appraisers .................. 716 
franchise value in purchase cases, excluded from... . . . .579, 582, 583 
SPAN CIise: wale Hit TAGC CASDO Rei. tae ery cle wane cae co aten yet 621 
going concern in rate cases ........ ORT Nes 476, 478, 481-482, 486, 491 
Serre TAlEEr Da Le CAGE i er mite te eas ois ass a, vy os dee 59 
valuation In'rate cases. 2... ee ee. 467, 469, 470, 471, 473-474 
value distinct from franchise value’... .......-....6- ccs ee ee ees 598 
value excluded in public purchase cases ........... 448, 449, 457-458 
VeRUG Micicled I TPANGNISeLVANIG%. «/2 ye eive wile a eee av sicihe ve gecesi Hes 446 
WSCODSIN AL AUTORG COMMISSION Me. a c's.4 cases od peek wie, ove viele 557-558 
Grade separation contributions: 
THE LCOMIONS HINA Ve IAUONSc Pass) o's oo paleo ters ia wie Seale heals 167-170 


see also PROPERTY DONATED 
Grading, appreciation of: 

see SOLIDIFICATION 
Graves, Judge: 


WONG CONCETI IY DUTCHASE CASES... ce ele ee ieee gees 456 
Gray, Henry L.: 

AUMUSLOCDTCCISLION SUOWANCE 62.5 oo sss eis. yo ejerd preys yhe pe onin oles 403-404 

RRPRMAR YO LCE LCD COTH TOU eo oy oc ee 15 cir Aol olla Noa od esr ain eiremhyar aed shes epe 389-390 

Rate OHA AL POR re ee de ie phot mayest Meals a Uniia-ave o4S4 °» 236-237, 353-354 

RON re ee eet a leac lerte Kenley aig lar bndiacia) inc glans sd fargt alah phonye Soe 312 

C1) SAIS od Bg Oh GRAD Go PT Ore 206-207 
Gray, Judge: 

AUMUAWOCPCCIALION GMOWANGCE 6. i sic. jie oiehe ele os +o etonstege Wi the paveten a6 418 

CEE OMe LeNTCOULAUIONL, . <5 cles: oxo yo Suersiayd evar eon? agiepeiminye * eur it 

Laer: COL CARD 78 Sie 9. cot RE CR SMa ne ean Deg Syne ereaie ee 686 

SRE OY Un OR Ne tR efi. Secu + 4: < «ie ated mimpaneye ete ap 303 
Great Britain: 

Py REEC OUPOM ASE col meme ev Hang sd tlie. Se sl ALAS Carpe amc oth fe 458-459 

sliding scale method of regulating rates........... 0.40. . eee ees 711 

working capital estimated for tax purposes ...............- 289-290 
Grosscup, Circuit Judge: 

annual depreciation allowance ............ 00.0 c sence Hea deer 424 

Bnav ON Ar ANCHISe VALUE sais .f f. Sie ea as eka lets wll canis 639 

PAVCLOL CEO ETE Ene fees Ve Tale ble Dw aye eee 653-654 
Gunther, William A.: 

APACS VaIIG TIT STALE CHSEO og lle «wins ema eo ew ore wee eMedia anal aim 625-626 

H 


Hagenah, William J.: 
annualdepreciation AllOWANCe «os. a. ee ves be eels Hee Sa sites 429-430 
cost-new v. cost-less-depreciation . 0... 6. cece eee 365-366 
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Hagenah, William J.—Continued PAGE 
franchise value ‘in-rate‘eases a.) Jai ee ee eda ae 618-620 
overhead Charges ye eis i a ek es oe Me eee eee 217-218 
pavement OVer "Malis ey 605. F wil Nae A ciel tot aloe ellie talabatetat tans 154 
PALE OR PORUTI Gh eho yale ie UCN ae WAS IN ee aie ete arnt eae eee 675-677 
Working capital Sh. cin de vioks LAA wey ere Gee eee 298-299 

Haight, Judge: 
annual depreciation allowance. ..............0020e00- 418-419, 423 
“appraisal of franchise value oi... .'5 7. ee ee, Bee ee 637 

Hall, Frank B.: 
overhead Charges: oc mies Wa eee a & Se cee een 235-236 . 

Harlan, Justice: 
costeoPreproduction standard 2.33.50 sca ees eateries 70 
fair. value tOriwrate DUrpOseB tins. orc tanorens Gigs ae eee Cee 24-27 
San. Dieronpaterwrate cases 652... 0s acim euch loki soe ee 26-27 

Hayes, Judge: 
reproduction-cost-less-depreciation the controlling factor...... 33-34 

Henry, George F.: 
annual depreciation allowance ep Dice Fal PRR Aac LOM, Bere ged Sega ae 428-429 
going concern hi rate Capes. 64 is 2G Veins Pilani ee 480-481 
overhead charges. ......... phair Cd RAR EA nd AEE ee 221-222 
pavement Over MAINS. .« 6...eke «cae pee ep eee 155 
ALTLUISEEL PTO POT EY <.<sscas cu )5 cc) since cscs send tie ieee eels PAR nese ee 198-199 

Hider, Arthur: 

Memphis water plant appraisal: . <<... 020 eimai eae 226-227 

Holcomb, Judge: 
value for tax and rate PUTPOSES. 262k he eae 5 ae eee 11 

Holmes, Justice: 
annual depreciation allowance. .)..¢4% «(0k «legen 4 meee 439 
eost ‘of reproduction-standard, -..... . {26 5s42 5a el ean bia ie ee 70 
excessive investment-in plant: v4 +-cisdancteree eee eee 199-200 
fair’ value for rate PUPDOSES? +s 5.-.6o% Gotan he Quaels Meee ee ee 27-28 
franchise value in purchase Cases... ......... ecw eee eens 579-580 
going: concern in publie purchase: . 60.05 046.54 dh ane ss Be ee 448-449 
Pate OF TOIT 35 oan ecadh nik ae dbus ao eee ie ce ee ee 674 

Hook, Circuit Judge: 
adaptation Of road bed pci citi jee’ 0s <style MNES Seraph ee ee 318 
going concern. in Pate Casess iki. Ge ya ee as os 479-480 

Hough, District Judge: 
appreciation in jand value... cc cee pene ee oes 105-108 
franchise value in rate cases.............. ES Phy fee: 598-606, 609 
going: CONCErH-IN. TALE Casess).1010 eal iee US tage ee een 472-473 
eding concern value: theory site Li 8 eee ee eek Gee 556 
pate Gl Tewurnc 6 02.5 ean Goede Bee ee 666-667 
workiti¢c capital... cx, cha eile ek arene tee wiche are eee ee 295-296 

I 

Identical reproduction of existing plant................ 0-0 -e eee 71-72 
see also REPRODUCTION-COST-NEW 

Inadequacy: 
definitions ). 2.45 cwh sett eee ee ae 349 


see also FUNCTIONAL DEPRECIATION 
Income, capitalization of: 
see CAPITALIZATION OF INCOME; GOING CONCERN 
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Income tax: PAGE 
see CORPORATION INCOME TAX 
PRGCTERIIIAter PEVUi ere eis erie eer flea) a2 wuvary® oa, e srele ditch Aieie 589, 591 
Indiana Railroad Commission: 
male TOK taxa LAE: PUT DOOSES: 10.2,'<, «oe. os + pe vce alae oe @ibeiiedad 7-8 
Insurance: 

BE Glove nad street Tallway APDIasOAl. 6 ois pee gs vole Due hae edie 220 
Woltmbtis electricity Tate CAser 6c os. op cute midis oaks, ob ate eat 221 
PNGIUMeR TV OVELNCAC, CHALLES. uc 6 5 Soork eo ace uo. Qiao 8 ley dris eh gee 210 
IixeeacCHUIselis VaUCAtION IOAFU. cis 5 cc. cok se ee cae ee he 224 

Intangible property: 
TNA OUn Gh ee ee Mere Eats Wicca! a dak sandy ene aee neue Avy Loto 
RAO VMe OR Fat CoM UT POSCS. (aid Se es cig as «8 a yahlayerton 30-31 
VG RUICERET UR IEVE Ie VaR HC (EL SC Oh oa Nid La A ol a 51 
see also FRANCHISES; GOING CONCERN; GOOD WILL 

Interest: 
Breuer iee UNITE Ph ey Ly hy ON eRe wy a inteerale ance 275, 219 
capitalization rate dependent on rate of... ...............-4-- 42 
SICECNT CrP MOD GILL CIBOOUIINE, Sia eo. a MOORS irl hate So ie tb ys, ole 268-269 
PASCO ORCC TIES SARS wate is Le aE Hal 4 owe 8: boa bed sagen Meese Ae 273 
Massachusetts Validation Board.................08.. 224, 225, 226 
PURLIR EERE RORY EUCO SAR Oya crg iu A ai Sh Bala aye SUR Hie ws po dene ins be» 4 08S, Sen 272 
Pea tele LeleDMONG TAL CASCs.: 4 b>. 5 <vaheipcialclakususoalsse 6 Sinn gow Soe eal ene 236 
working capital..... bel eR SARs AS ON Che ta ial ale aOR a REE ED 290 

Interest during construction: 
Rea ihe te A CARE ar Snake. ete aye Wicd 0 «iam igbeicye ariehs 212, 253 
CAG ACO Cos IAL ADPEAISAL, 2. ele 6 eis ew vies elas eA Bi: 218 
Ciicseofetteet Tailway appraisals sc. 6... os sa eee ee ow ss 214, 216 
Cleveland street railway appraisal. ......... Pp tein sub acien 219, 220 
GINS, CLECUVICINY TALE, CASE Le nie oe ook ns ele we eyes me Oe oi 
eprecinion ot overiiedd charges: 0c a 355-356 
Mee IMes AW bel Pat eKCases tsi se) rer els a's lassie, Me es ee tine whe ns 222 
disallowed as based on ‘‘mere guesswork”... ..............- 253-254 
Vomerconcern 4s created INCOMe. 1. isa eee ee ee 509 
NN COREE INIT T AUC CAC. .00e.2 gies -rded a age os old's soon ee ee 487-488 
TICIIRICCMII OM CTUOIGLCNATRES. ac seks soles oo cs wae eee eyes 210 
WerColue Neb mAs TALE CASE. ss 6 aie caps ae Sed Hak eee s « 223, 253 
PNERING SUD EOIIE © GUT yur glcmsv apoio ear etoeent ate, ACES, ROE 2535 
Massachusetts Vahdation Board. . 0.0.4 6 occs ole ead ae 224, 261 
DRCU Ord TaUOAC (AD DIAISAL ale edd ie el hes 227, 260 
Minnesota railroad appraisale ec koc eso... hide es 228, 254-255, 260 
ING WeelCr et aw GUI ONC mn nGer ye sys esc. Niacin hates shea 253 
Newey orc. onsolaater, Gas. @ase.! i. i eel ik 229 
New York Public Service Commission, Ist District. .232, 258-260, 266 
Pere Gito SET OMe COGUIE AU. hose cccesieis se iets se ceeleese ese old EE hehe a G 253-254 
Oklohoma telephone rate case. ...... 2.2... .6 5.25 eens 232, 255-256 
St.Louis: Public Service Commission. 2... 6... as eee ee 257-258 
DOUGH ote A en APDIAISal sic 6 kk eh scale eee D 233, 261 
ie ees TAU Ose Tare ense ee mS Os ELI al ss Rak wale ee es 61 
Anse Lomrariroamd appraisals). ytee. 6 esata ial ole ol ae See 276 
Wastineton nailroam Commission: 2. ir... csc ee eee oe 234, 235 
WH OSnine Ole AIM AOM BEATS kk oe aes ee eee eee 48-49 
NECOR SAC aMIEOUMU A IDEAINat ry ook kee cates Sle eee eee eee aes 237 
Wisconsin Railroad Conmimission. ....... 6. ees 238, 256-257 
WORN CADIEB neta, Tey tian oda eee de wieSielas WEN ge Hs 297-298 
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Interstate Commerce Commission: PAGE ' 
actual 'cost.as standard of valtie: 0). 32.2 jo eee pe ea 97-101 
appreciation) in Jand value...) ae ae ee ek ee ee 112-114 
discount on bonds in uniform system of accounts .............. 269 
property constructed out of surplus. .............8..:..2. 35. 182-186 
TAte-Of TEGUIN 2.) 5.< Sacks saree ofae vie ET ele ae eee ee ae 670 

Inventory cost: 

CEB TICION 0-5: )sicn! srs! AiSse guallegca Slava cee le Sr pees PR oh ann tn eee PARE 

Investment cost, uniform: 
depreciation deduction necessary to secure................-- 359-360 
method of adjusting dépreciation {0csc. ci. oo seek eee cts eee 343-346 
relation to annual depreciation allowance..................055 361 

Investment value: 

CePNITION fay ssh Sd bk Sl aa AES See ae eR 42 
standard of value. ........... Sg SE DI ROO RTT ea ene eaters 50-51 


see also EXCESSIVE INVESTMENT 
Iowa Supreme Court: 


Cedar Rapids gas rate case ................ 32-33, 150-151, 212, 253 
franchise value in rate cases. oc. 2. tt eee ee ee 627 
gas and water cases, annual depreciation allowance. ........ 438-439 
going concern, Cedar Rapids gas rate case ................. 475-477 
going concern, Cedar Rapids water rate case.................. 468 
going concern in rate cases, Des Moines gas case........... 498-499 
rate of return, gas-rate case’. oreo 24 oe ee eee 673-674 
rate of return, waterworks 00.0.0 3.04.0 ot ee ee ee 654-655 
LNG TICES We. Cnet rere er Mn GOAN ica 0 MR 205-206 
working capital o.6004¢ cs he aubinaid acai ee eee eee 300-301 
Irrigation: 
annual depreciation allowance. .................0008: 430-431, 439 
cost-new v. cost-less-depreciation.................... 00000 371-372 
franchise: valuesn rate Gases. i... th wa cee Be SR ee 622-623 
property:donated 48 UMP a ee eee 163-164 
Fate Gf Petra oe oa Wis no de ee oe ee 656-657 
solidification, San Joaquin’ Case). ......0celek eee eee ee 320-322 
J. 
Jackson, D. C.: 
annual depreciation allowance «20s sis 5 ones ee ee 431-433 
Jackson, Wm. B.: 
annual depreciation’ allowance « :.'.-). 22 02.08 Le ee 431-433 
Johnson, Mayor: 
electric railways, pavement, inclusion of...................00- 173 
Jones, District Judge: 
Fate Of Petry. 6.04 6 ss ein o> Kesh Od ap Ce 663-665 
Judson, C. H.: 
overhead ‘charges... 14 002 Sb Oe ee ee eee 235-236 
K 
Kansas City: 
Wansas City stock-yards Cas@ 4.02. ccs nics hie ee ee 23-24 
water plant purchase, going conecrn ..................+--- 440-446 


Kansas Supreme Court: , 
Galena water plant purchase, going concern ............... 456-457 
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Kellogg, Judge: ie ; PAGE 
adaption and solidification of roadbed . ..................00.0. 320 
annual depreciation allowance. .................. 416-417, 425-426 
overhead charges .............. bse AREY SAE) See amr ny LOA Pe 254 
FEPLOGUCHIOMCOSts TIONG OL WAVey oo 5).% 4. Sass ae bene ea 133-134 

Kennish, Judge: 

Ania Ge Preciation AUOW ANGE: 0.0 vais ce sos se oa shea wee 435-436 
PrAHEMISe VANUCHIT TALC COSCO 54 6c hoc s soles oe ee otade waralee ae 621-622 
Mave Of. FECUIN. 62. ess: ROR ecto: Rice a Ae Meas, oh aS 684 

Kirby, Judge: 

Mini ncepreciation allowance ....ave.2 3. sd viol. wakes eee 437 
Tube alee On (IPN crs corel yp ea Rea eek DTN cig, Lahn d bie 683-684 

Knoxville: 

Water, Late case, POINs CONCETN .. oc. day whats de eke ewe gees 474-475 
L 

La Boeuf, Judge: 
annual depreciation allowance . .......0...0.eccceccuceees 421-423 
PraDChise Value theory foc... ek he ert les bea Soe es 641-642 

Lacombe, Circuit Judge: 

Frame Wiseava eri TAG, CASCS io. -.9 slag ee Coie oe susie, « Ace os 595-596 

Ladd, Judge: 

Pome CONCEM AN VALE CASES! yo. o's cine aPY ye ealda iv ed bi 4 . 475-476 
reproduction-cost-less-depreciation . 2.1.2... 2... cece eee eee eee 32-33 

Land: 
acquired in advance of present need................0-0000- 195-198 
GV UC ACUI EU OS Mata eS ors AN ales sl Gin tenes ss lack Us hogy uaens Ms. Sk 218, 219 


see also RAILROAD LAND; RAILROAD RIGHT OF WAY; REAL ESTATE; 
TERMINAL LAND 


Land grants: 
see PPOPERTY DONATED 


PANG atUAU OM Of trys 27) noe Seed ee ek he aca gs Chap. VI, 102-147 
. AID COS tL DLCSCD b, WALL, hi. ON Olen Oe Ce oe eae eta 125-126 
PLOW ANCE OL TeGUCCONNCCULIE 004 Sk a.a.a ae saa tela e ebameale oh 114-119 
BBD PAl Ca eales TNE LNOU cry oot fea, ibe PRM Ms le iia & Breaded = aie Shay els 144-147 
EVDO EIORMR roam Nl. eae ha Sa sc aaior hy ~i 4s, atk ate a ind eT aa 103-126 
appreciation set off against depreciation ...................119-120 
Bpprecia tion, treated. as INCOME «1... ocak Fahl. a ee eee NOS 120-126 
availability for railroad purposes enhances value ........... 136-137 
VAM a tlie Ol: SOCOIAL MING. 1a ae oO. saps wo 0's ahr Ged wh ME 137-138 
Wonsoltecied Gis Case (a as te ae ens 104-108 
dnterstate Commerce: Commission 3!) 000000 0) eee a eG 112-114 
Minnesota appraisal and rate case............ 112, 129-180, 135-137 
NP NMESOLan SUDPEMe: COUP 2 ove cee od sich 4 al eich Beery eae dome 115-119 
National Association of Railway Commissioners............ 109-110 
INE WeVOrcrADPeHateDDIvIStOM aoa. ciao. os clive pita 4 wer sie so 133-134 
reduced return allowed on terminals. ..................... 115-119 
reproduction cost affected by cost of hypothetical buildings. . 141-143 
reproduction cost of railroad right of way ................. 126-134 
reproduction cost same as present condemnation cost ....... 126-127 
St. Louis Public Service Commission . ..................-- 111-112 

' South Dakota Railroad.Commission .................. 110-111, 131 
frend? of decisions and practice 2.6.4 edie ny Hoe Rees 103-104 
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Land, valuation of—Continued PAGE 
use of multiples = 625 05 £2 GU ae aie aes 127-129, 131-134 
Wisconsin Railroad Commission . ..........+++-+- 108-109, 137-138 
Lane, Commissioner: 
actual cost the standard of value for rate purposes. ......... 97-101 
property constructed out of surplus... 0.0 ..000 00. eb. ea 186 
rate Of Teturn wi Gee 6 sic o's ated eee eRe Pete rete 711-712 
Lawrence, John C.: 
appreciation inland ‘value 2.30 6. AA cea mia hes ge 109-110 
competition in relation to market value theory ................ 51 
market: valtie theory woe. case 4 ee dow ome te ae oe eee eens 42-45 
misplaced or partially obsolete plant .......... Pee ee ru ea ae eo. 55 
Legal expenses: 
Chicago-gas plant appraisal... ..0. Sc) 0e 0 ae, ee ee 218 
Chicago street railway appraisal. ................ eee eee eee 214 
Cleveland street Tailway appraisal’. <2 c7.4% (oe. ca eee 220 
depreciation of-overhead charges . .....2//550. 2%). <5 ati setae 356 
Des Moines water rate case -°..... sniuehilio eee eee 222 
included. in overhead. charges... 2... Sea See ee oe 210, 262 
Massachusetts Validation: Board). 2020... 9500 8 ey ad ee 224, 225 
Michivan railrodad-appraisal i. oie. cau cet sleergehee et ee 227 
Minnesota raillroaad-appraisals:-.. Yel. ie ee ee 228 
South Dakota railroad ‘appraisal! 22.0. 30. «ea. no eee ee 233 
Washington Railroad Commission ........ i aes Mean ae 234, 235 
Wisconsin ‘railroad: appraisal 000 22a Tal Poe. ae ee eee 237 
Wisconsin Railroad ‘Commission ..0.0 70. 2) ie a ee , 2388 
Lincoln, Neb., gas rate case: 
bond 'CiscouUngiee 5 aii hostel. 3s preteen en 285 
franchise Values! fo. CF. ee ti tee 612-613 
overnead charges 7°, 2 DR Pee Pe ee 222-223, 253 
rate of retura’.< of eas ies ee hike ee ae 671-672 
working capital... osc o2 a uel oe ee ee 301 
Linn, Talfourd P.: 
annual depreciation allowance . ...........ecccceescceeees 427-428 
bond discount 5.3, 6.54.2 ack epee eae eee Shirk, Raye teks 284-285 
cost-new v. cost-less-depreciation ..............eeee eee . . 868-369 
dually efficient PlAIt, 2 socci se tacceeye re nce pclisters eee hanes eek ele eee 75 
fair value for tate purposes! ii woo. PANERA hoe eee, 30-31 
franchise ‘value in Tate case... ....), Geode ih eee eee te ee 593-594 
going cohcern)in Tate cases eaves ne ee eee 468-470 
Overhead charges... :.c 56. oct dpetiae ents Riana ene 220-221 
PACE Ol BOUTIN 95, ones clk oa alata tecatnes Cea ge eee de eats 659-660, 690-691 
Location, favorable: . 


see FAVORABLE LOCATION 
Loring, Judge: 


franchise value In purchase Cases’ .,.... ee ¢ un bourke tie teil meee 580 

going concern in publi¢ ptirchase sc. :. 04 ¢ oests nee ie eee 450-451 

overhead :Charges, #54. oa. 4 cis, cag wise eke Mo ae ee 252 
Losses: 


see CAPITALIZATION; COMPETITION; GOING CONCERN 
Louisville, Ky., telephone rate case: 


actual cost as element of value: ..s 2/044 (OUG  ae 84-85 
annual depreciation allowance . ............... eee eeee 415, 434-435 
franchise’ value ys. o cos a okocioes sae eee Tt Shree) Si 620-621 
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Louisville, Ky., telephone rate case—Continuea PAGE 
CL TEE SST 1 UA ale Le LEY ae te a ee oe 485-486 
CEOS SOAS TLE A TRS, TAR sO oe eer coy Me 301-302 

Lurton, Justice: 
annual depreciation allowance ............. 0.00000 e cee eee 404—406 
going concern in purchases cases. ..)..0.6. oc ee eee ewes 463 
PEPE SOCULER SS PaGn ste sm soy le At I ek ae ee Ot mk eb a 672 

M 

McCormick, Circuit Judge: 
adaptation and solidification of roadbed ................... 317-318 
BOMECOUCELIN IE TALE CASES) esis. Ha Miata le i leha lel gos lig sd. wel ally acs bays 466-467 
value as a going business concern............... 00000 e ee eeae 59-62 

McDonnell: 

PAVEMENT OVEN MIGING oli 28s ly dood ie lcsiace Sooke io Aiea als VO OI 154-155 

Machinery: 


see SECOND-HAND MACHINERY 
McPherson, Judge Smith: 


Oe CONCEFN IN TALE, CARER 08 5S eS a arsiisi aternys due tasiierecn 481-482 
RESON GLOW CE SAINS hcg 8 BO 6 SPN va dda gE al. 6 dna ts gy Spano baleen 6 156 
RAVE LORIE ToL ge SON crt, li a aiten Spl ea ee Bia la eave “dey 671, 685-686 
WANE LOL tay atid) TALC PULPOSER) hc. SEY aiela cd oh4yi4. Glo oyojn hagene mews 12-13 


Madison, Wis.: 
see TABLE OF CASES 


Maine Supreme Court: 


betterments from earnings. .......... 0... 0000 eee eee eee 181-182 
condemnation cases, rules for appraisers.................0. 713-720 
equally etieient) plants. .6o0./o fog) Pe OPO. OE BS Pe 73-75 
franchise value in purchase caseS..............0000 cece eee 583-588 
POT UCORE ONIN te Dk No letole chs) Miverdeeis Mate lee Vlataed GR aL 457-460 
PVCURER: CARFACR Si sae MAS MAW esiiato bie ha ds Rowe wy Rew ene 253 
Tipe VOC UEBI I Dior Gl \ AiR Ghr sch maser gs ciel) dgeaenhrsvetane uralg Soe alee ee 658 
PRED ATR COS a eal Patek op cart IN Suh ro) Mac clr hehe as ehale tae! ey SMR ee teen ill 206 
Mains: 
see PAVEMENT OVER MAINS 
Maintenance: 
SPere hee MACHIIGEON Tit rally io luru eh attiny hala hake ayuilt aa Gaslart, ct? Won tay 350 °* 
DUVGICALCEPTCCIAtION 2 6. oo ils) o, cpht ga 5 bow we bee EH We A 8 anh Sw ole 337 
Maintenance accounts: 
annual depreciation allowance . <..5 2. 6.6 ces ee eae gees 410, 413 
certain renewals included)... osu. 6. be ou aha oe Baie hs os 403-406, 410 
Maltbie, Commissioner: 
actual cost the standard of value for rate purposes ........... 96-97 
ALIA DUNUIOT OF CLICEY FAUIWAY) oc octets fae chee al sae elotdia wives 322-323 
anniial depreciation allowanee 000. oo ae. 406-407 
ADPreciavlon treated Hs INCOME: Te SN Me Poe eM a 120-123 
POVEN(CARCONEENU IN SUEY teem ce hacen he OLS bos DS LID Pg 271-272 
cost-new v. cost-less-depreciation ............. 0.0. e eee eee 379-380 
franchise value im rate cases .. 06.66 leas ee clase 624-625 
functional depremiation? yodi.\ siya Ue hoa a. 2604 388, 397-398 
going concern as Riera Oe ITCOMNG: debs a Nias <asyalulierien snd « lapel eenbele 514-515 
going COUCCEW, (De FaLe“CASeS, 4)... 5-8 a hoe eR) MPL a ae wy 490-495 
going concern, Wisconsin Railroad Commission rule ........ 549-550 


grade separation COTE UNIONS! MU ek. ah wy Bele sis atlas 168 
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Maltbie, Commissioner—Continued PAGE 
land acquired in advance of present-need .................. 195-197 
overheadichargesse2...br Ada eek Ce oee ee 230-232, 258-259, 262 
pavement OVer MAINS ose iin oe ne cee Se eee: 156-159 
property constructed out. of surplus) cia). i055. 04... oy cue eee 187 
THLE Of TOtOTO cc. css ea ae 8 2 RE one 687, 700-702, 706 
standard of value In rate case... 2c). th os eee 278 
WOKING, CADIUAL «oun cis oie s/t sees nee Site es eee eae te ae 296-298 

Market value: 
competition in ite relation. to .i25.% .sci5-L ep est aeen ert 51-52 
CONTACTOT’S: PLOLE Hue c's GUA ee Soe enact de es Renee Ee ene 252 
density of population and traihe . i467 5 ae ae eee 43, 47, 49 
elements. of fair waltes..ce +. bias CE Re ec toe era eae 25-26 
facilities for doing business...) 2.000. ns ) eh oe en cn ee 44 
favorable location. ooh. eck ee Be owen Si hag mcuiy. kale tae Aa 52-53, 59-61 
franchises, affected by rate regulation ........................ 645 
grace@iol: rarlrOad: Fo 0a erg Percolation eae 44-45 
impracticable as standard 00,4105 a te ete ane et ee 58-59 
income under reasonable rates determines .................0.4- 53 
mrvestment: Valery ei Eat de ees he eee oe ee tee ce ane ane 50-51 
land ‘appraisal, ‘salés method '21)..4/)-2, Guise apsner ers 144, 146-147 
location of railroads or a alee watts ote nee en ee ae 46-47 
Metropolitan ‘Trasb'Cot vy Hk THC URM Con ore ee ee 59-62 
misplaced or partially obsolete plant .................2..6.. 55-58 
monopoly Value ny URk et COE ee Wy Ue eae ee 53-54 
Dhysical value! basis for . 0. 2 es ee Gee 43-45, 46 
railroad :valustion 05 6 5 ola tr Ses a bepeumet Weel ng Sealine eee 42-50 
Reéagan\v. Farmers’) Li &T./Co.) 4 ds. aoe oe ee er pee 58 
reasonable rates not based ‘on... «2. 5 < .') saychepei ute aes Saat 54-55 
Riggs, Henry Earle, statement of theory .................... 50-51 
standard for rate purposes.................. Chap. III, 41-65, 40 
tax purposes standard: . nt. sinc & oo shares oe Pees Denne oe aera 63-65 — 
brave: Shanda4rd iol es 6.2. + oi shesierses fesse 9 cel shite! Shane tates hase nails aaa ea eae 58 
Nsualsmeaning Of 4.5. sols as yous wish Ses eee beh bee aye oie aera ee 41-42 
value as going business ‘concern <->. 2 ..te foe ee ee 59-62 
value as a producing factorset.. > scsi aeean tc a ee 62-63 
value for tax and rate purposes... <0. =.cnyeminoncenee ne eee tee 7,9, 10 
versus cost as measure of going concern value ............. 560-561 
Washington Railroad Commission ................00e eee eee 45-50 
Washington valuation statute. ..........:... 000 endes eee es 48 


see also GOING CONCERN 
Marks, William: 


functional depreciation ic. ge ones eae oe ee ee 389 

overhead: charges .o... 0265 ose ee We ale cen g Fe Rrra anne 230 
Marston, A.: 

pavement OVer Mains bo.05. o6 be ieee ent al pate eee 154 
Maryland Public Service Commission: 

bond discount in systems of uniform accounts. .............-. 270 
Massachusetts: 

discount on bonds in uniform system of accounts. ............. 269 

Gloucester water plant purchase, going concern in public pur- 

CHASE. oo a A date Re EK Ae WP eS Ee ene ee 449-450 
grade separation contributions. ... 0... 60 so. ee eee Seek 167 
statute for municipal lighting plants... ................... 423-424 


telephone appraisal, annual depreciation allowance......... 431-433 
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Massachusetts Board of Gas and Electric Light Commissioners: PAGE 
Bon arilecoutitnm tee retire tah toga Bie oaN shadow om Sangmaleala: of 272-273 
Holyoke, Mass., purchase case, cost-new v. cost-less-depreciation 

385-387 
valuation of property constructed out of surplus.......... 178-179 

Massachusetts Railroad Commission: 

Done cGmsem into area mee eek el a boyy BERR a les Sakae 273 
Nee lEMea iia tema rcie: rei S oo hes ee De) te Tawa na sea utah 288-289 

Massachusetts Supreme Court: 
franchise value in purchase cases, water plant............ 579-580 
Gloucester water plant purchase, going concern............ 450-451 
Holyoke gas and electric plant purchase, going concern. ..... 451-452 
Newburyport water plant case, going concern in public purchase 

448-449 

Massachusetts Validation Board: 
cost-new v. cost-less-depreciation. ........... 00.00. e ce eee 363-364 
PenMeantCnarlesae hore ad Gan oy Cama Aas 223-226, 239-240, 261 
SOlinCaltOn OF TOAUDEs 20s. Alene et ee Ge tied ss dalges 315-317, 326 
valuation dependent on purpose............. ccc ce eee eee ew eees 5-6 


Masten, Arthur H.: 


franchise value iM ate Cases. 6... 6. ec ew oe he ake be bw ms 596-598 

FUNCHIOUA NMED UCCIALION wr Nba oe. acta dient SAS biedevs, € suave nau cue k 388-389 

OME COUCEMs IM PALG, CASES eras bc Fu.c Sic Hat Boney 4 esa anus ¥ 008s mt 470-472 

Over NeCseChareen temo nck ena Liem outs Oe winnie a oatate 229-230 

PICT UAT COTE 0 1720 6 VS PgR Nt 7 A GRR GR 294-295 
Maury, D. H.: 

going concern as created INCOME. 0.6 6 a 6. ah ed ln we ee as 511-512 
Memphis, Tenn.: 

SALE PIAMtr AD DEAISAhnw:ct-r seals eh ees Pees oie Ree 226-227 
Metcalf, Leonard: 

cost under present or original conditions. .................%.. 

going concern as value of a created income............ 501-502, 506 


Methods of appraisal: 
see APPRAISAL METHODS 


Michigan railroad appraisal: 


adaptation and solidification. ... 0.6.2.6... 60. eee ene 312, 313-314 
POTION GH SCO UED Lereihans (2. lac larsionsec Gady. Gant lake ord ce, adap ened ac tie hl See Sic da 276 
PANNE MISO TY AIC) ae iho sce oad, oak oy used SR a ane WN decile eae ra ine 631-635 
Pee AN EATS ANC NOGS i. ess.5, ces id 'c cz. Gas at AO ORCI Waal fe cap 144 
OVE NCACCIOT UCHR Tee oA C lua ears ears: sw tier ael am ath 6 227, 241-248, 260 
FEPLOUucHGan Cost, TICMt OL WAV Nis. j. cioa Magee ened e ad 127-128 
Feprocuction cost, termunar lances fae ose ao ee tye a 3 wlereonas 134 
DEMIR ELC tarts ser Cienega eu eer ha eae bce corn a as 204-205 
Milwaukee: 
street railway fare case, functional depreciation.......... 394-395 
Minneapolis: 
sradeseparation contributions: M2 6 es ew 167-168 
PAMSOAILCNSE TALE OL RECUIIN ie toc slit de alah 2 Wace oo oles ae 694-695 
WV AALIONMOE PERM AMENIC . lors far a weed erage  soecakey 08 cela Wi stioee 1385-136 
Minnesota Railroad and Warehouse Commission: 
BUAptation Ane SOUdINCAtION, | 65.60. bs Soles eee Lee e's 310-311, 326 
railroad appraisal, overhead charges.............-.-2e2 eee 228 
reproduction cost, right of Way... 0... bic eee ee eee 129-130 


reproduction cost; terminal land ......5.....0600.ces cece enees 135 
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Minnesota railroad appraisal: PAGE 
bond discount: ool ss. y eas, «lace ec Ie Re oor een 276 
land appraisal. methods, «4 -4.:1)s sca See ie eee eee 144, 145 
overhead charges sc oio4i' iwc av abs Cw ae ee ce ee 241, 260 
reproduction cost of terminal land... 0.6... 50.3S.. 134, 135-137 
LING, PYECOBL 6) '5i ese. a) i's eee 8 Re ne Re re ts oh ne en 205 

Minnesota railroad rate case: . 
adaptation and solidiication: 46) eer a le ene eee 319-320 
discount’on' bondsy i.) i oS a) ge eres ene ee 285-286 
land appraisals; 0:4) ies ea eRe eh eget ee 146-147 
overhead. chargessiuie..t ey “ig / sae ae ee ea eee a a 254-255 
railroad right: of aways ik oo: wie 2 ere Pea ae ae eee 112 
valuation for'rate: purposes... cis:csa Se eeee, Pele eee 67-69 

Minnesota Supreme Court: 
property donated, railroad’ grants)... -2¢) 3.099) ae eee ee 163 
yarlroad: FAGE: CASES. 6) noc) le octet OO 67-68 
Fate OF TEWATU mes oie teem oe eee ee ee 651-653 
reduced return allowed on terminal... ..................... 115-119 
Steenerson railroad rate case, 0 eee eee 67-68, 115-118 

Missouri: 

PAULO’ TAVE CASE Hip 6 lon tal ual ote tes ake ek Pett cae eee ee 11-13 
“ETONTOM WHverworks. 5 Sis! Jains. wave etait shoe een eioeeaneaas ea reetnee 154-155 

Missouri Supreme Court: 
annual depreciation allowance... 2 in Pe ee ae eee 435-436 
franchise value, telephone rate case. ..............-200-0-0- 621-622 
rate of return, teleplione rate Case... 8) nee eee ee noes 684 

Mitchell, Chief Justice: 
pate of ‘return, 6G Se eh a ia eee ce 662-663 

Monopoly value: . 

CISEUSSION: Pei Oa), eek bik RN ets ec 53-54 
going concern, Wisconsin Railroad Commission rule........... 525 
good. will In Valuation... 73.5. ocs sit oe 2 oe ee 595-556, 557-558 

Moody, Justice: 
annual depreciation allowance: > .'«.. ... [eee eee eee 439 
cost-new v. cost-less-depreciation. ... 2.2... ..... ee eee eee eee 372-374 
functional depreciation 2.0 as oss bos eee eee 396-397 
poing concert In'rate Casesis vi sioe ins wom a eee ee 474-475 
OVELHEAC CHAT TES Soh. We 0 ol copes 4c Seah Ree a re 263 
FAtS: OF TECULT O95 25 os. Giese hd an moe ee ey Op 669, 688 
responsibility of regulatory commissions..................- 695-696 

Moore, Robert: 
going concer in, purchase Cases «is ie cere eee 445-446 

Morgan, Dwight C.: 
adaptation and): solidification. jj:. 5 «ts sac. ce ee 310-311 
land appraisal methods.i.(.. ais 6.20 elias oe wee 145 
overhead charges. (..; .(.)siv.0 0 yan oe ae ae ee ee 228, 241, 255 
reproduction: cost, meht) Of waye Gyno ae eee ee 129 
reproductidn cost, terminal land, ie ye ce ee 135-136 
Une: PEE i ive 6 Rey ee dee 205 

Morris, Judge: 
annual depreciation. allowance. i..icincole eee bee ee ee 407-409 


rate OL Teturthe «ise /s Oy vehi he Be ne ee ee 684-685 
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Morrow, Circuit Judge: PAGE 
aniualdepreciation allowance... 5... see kane dd eh ken 430-431 
cost-new v. cost-less-depreciation. ............ 0.00.00 eee 371-372 
PaUeeN tle a OL PAC mn POE a. 6d) « Gicetwis Anis hi kK De wet Me Med 28-29 
franchise value in rate cases... 2... 6... Fee eee 592-593, 622-623 
DIOpery donated canal and qITIGAtiON . \.. ... 5.) stds a ghana es 164 
Page OeOt EG ee eee ee es hey bene 2 Fbia at dew Rindaioreds 655-656, 657-658 
solidification of earthwork. «0.2. 605.04. 66 Shh AlsUS  acay das tua 321-322 
Value 10r rate and purchase PUIPOSES... s< 6 6 sis. eas oe slaiewio meres 16 

Munger, District Judge W. H.: 

TSG TEU LCT SGI a) Wt CA ee Bak 285 
Francoise Wale It PAUC CASES. 4's ar.4. 6k tao. wdc Oy ee 612 
ELS) OA TSUN GT 1s Ro CUE Be PAE WoC a Ag eR OT 671 
WeMRAM ERC AMELIA cd Ci Scitech pie oie so ed dis ke SR ed Meee 301 


Municipal purchase: 
seé PUBLIC PURCHASE 


N 
National Association of Railway Commissioners: 
BODLe cia otiliy PANIC, VANUCL Sg Bee ee a Bale wis okies aes 109-110 
WOM Cheer a eh ete eke oc A Ro oss oo. Yshoene « 276-277 
capital value and rate and purchase value... ................. 17 
Mage CU y ICC ENEOL Ve il! Uti wired adiataibie dalle aces Wid ) ewes 42-45 
WHE OIBCed Or Partially Obsolete Plants 2S | o.c syotantaie.corapsad oidonecets 56-57 
Valilation dependent Ol, PULPOSEy oo. ee ee vs Siew viper ous oe 4-5 
vane 400 fate ald purchase PULPOSES, 4. 6. i. ose hc vig 6 cjete lone 14-15 
Rgitle Om Casa ANCMT ACE DUT POSES. «dG )uiate 4 lertue Cie 0 msadld oem) shardeale yi 
Nebraska: 
Pe ar ON CASE acces so cea sae EUR BhOe Go id, ma dal ete Ae 24-26 
Rm E ACMI FURTI WA) COSCR ic yo oia esheets a aces ae area ek kes 19-21 
Nebraska State Railway Commission: 
rate of return, street railway rate case. ...........0ce cece 681-682 
Nebraska Supreme Court: 
VW uUerLOENEAS QU TALC; DULDOSES. «55.000 cs olde a's sles bt elena 10-11 
Net cost: . 
see ACTUAL COST 
Net earnings rule: 
Me MEGS TRE RA AAA CoN AS eRe eo aed wrt @iaeh sare 636 
New Jersey Court of Chancery: 
Cxcesevenmyestment: IN plant: .15 5. <u -dalsa cis wb ete ese Mera as 200-201 
UT Lee 0 CE a Sie OS AR a An Ue ae an RA eco ce a RO 253 
De BEC UME ONCE Pree ea ts ok lshartiocs@ cet so dine hee wean 658-659 
New Jersey Public Utility Commission: 
cost-new v. cost-less-depreciation............. eh k AMA 369-371 
Gee re IC OCS ee ier Gah ncnre it Was gk. eget eolaia pes A «payors 228-229 
New York City: 
Stage separation COMLTIOULIONS. 66.0 k cee he ee eds wens 167 
Berm AUC PCa le la 'eie'e fda ele heft eels 302-303, 635-639 
eet a ONO tr kati d s noo ae Me ok ne es ee sues 424-426 
BT YO We COMU Ue eR eee Be riage ea | ke ie peu ca leva vik aeenede aie de 8. Soak aids w mesons’ 275 
water plant condemnation, franehise walueie ae ca. es. eo, 573-575 


see also Table of Cases, under Consolidated Gas Company and 
under Willcox. 
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New York Commission of Gas and Electricity: 


Consolidated «Gas: Gases...) vic See ee 594-595, 665-666 
rate of Tetuin.. oo es Laks iy ue eee ae eee 661-662 
New York Public Service Commission, Ist District: 
actual cost the standard of value for rate purposes............. 96-97 
adaptations o3/6 «osha se he nae Oe i ee ee 322-325 
annual depreciation allowance........... 406-407, 418-415, 426-427 
appreciation treated’as income. io 7 0.4). Sc we ee 120-123 
betterments from earnings j 2sii4.) Sate Cea ae eee 186-187 
bond: discount; 70054 ios See eee ee ee 269, 271-272, 275 
cost-new v. cost-less-depreciation. ............2 eee eee ee ees 376-380 
franchise value In rate easesij ii Geena oe ee ee 623-625 
functional depreciation: .05..si-e 0 4--s cee ee 388, 397-398 
going concern as created INCOME. Gs. vom ans ee ae ae eee 514-515 
going concern In Tate cases. (00.70 in ee ee 490-495 
going concern, Wisconsin Railroad Commission rule........ 549-550 
grade separation contributions. i 2524s ae oe ee eee 168 
overhead charges . .230—232, 248-251, 258-260, 262, 266-267, 354-355 
pavement over mains. 50.7. ee eee ee eee 156-159 
pavement, streef:railwayet. . (2) a ee ke eee eee 174 
physical depreciation, overhead charges...............----- 354-355 


physical depreciation, sinking fund method of measuring. . . . 346-348 
physical depreciation, straight line method of measuring... .348-351 


Patesor TeUUIN e Co Pe ee cee eee 686-687, 700-702, 706 
reproduction cost affected by cost of hypothetical buildings. .141-143 
UUNIG privesy es ee PRA ee ee ee en 206 
unused propertiy sf oO AP oy eee a ete nen eae 195-197 
valuation of pavementt.).:)\.o8o 53 ee ee 174 
WOLrKING Capital sede ate 3 se Ake lycra eet eee Ae eee 296-298 


see also MALTBIE, COMMISSIONER 


New York Public Service Commission, 2d District: 


overhead: charges... 66. 4 a ee ee ne ee es 264-265 

working ‘capital. 400 Rae ae eee 289 
New York State: 

grade separation contributions. :./:,. 2.5 se eee ee 167 

railroad tax case.) 0 Ne oe ee ee ee ee eee 320 
Normal wear: 

Definitions s36. 9. ied ee ee 350 
North Carolina Corporation Commission: 

Value‘as.a producing factor.c... An een ad. sons oe ae ee 62-63 

O 

Obsolescence: 

GETINIGION «p35. bas seats Sale Ree ae eee 349 


see also FUNCTIONAL DEPRECIATION 


Oklahoma, railroad rate case: 


adaptation of ‘roadbed $¢ 4 05). 2a ee ee a ees 318 
GOIN CONCEMN . is 6 CAF Sk Be ee ee 479-480 
Oklahoma Corporation Commission, telephone rate case: 
cost-new v. cost-less-depreciation................000. 20 0a 375-376 
yomng concern’ 60) AM ee ee eee ee 486-488 


rate of return. ec oe a ee eee 674-675 
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Oklahoma Supreme Court, telephone rate case: PAGE 
2 TANNUARCEMTECIAIOMAMIOWSNCO sy ..5. cc bE Sok Aloe ORIN Ba ot 433-434 
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see ADAPTATION; EXPERIMENTAL OPERATION 
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see EXPERT OPINION 
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see also LEGAL EXPENSES 
Original cost: 

see ACTUAL COST 
Original service value: 
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see also CONTINGENCIES; DEPRECIATION; ENGINEERING; GENERAL 
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ORGANIZATION EXPENSES; SUPERINTENDENCE 


Pp 
Pardee, Judge: 
TALE OF TECUIN os sieve aeln vues 9G olube alu ae, 4 alelabety eee meray oan aa 656 
Pavement: 
electric: railway ie 20556 olsiesict se atow Seen 172-174, 219 
Pavenientover mains '\.0 2725.00.50 eet ie a Chap. VII, 148-160 
appreciation) in land» value): so: fc <a 158 
Cedar Rapids gas case... scien 3. dae) eee ee 150-151 
Consolidated ‘Gas Case. 000079 obs foalen eee 148-150 
Des Moines water rate case............. 0c ccc wee tees 155-156 
New York Public Service Commission, Ist District......... 156-159 
purchase: Cases. Fy ooscecc oss ys 2 ee ee ee Ten Oereoeie 153-154 
TAC CASO 856s aie cis Gee's were ERAS » ae eI a ye eke ee 151-153 
stimmmary and conclusion ()14 \. law 22s wen eee Se 159-160 
‘Trenton, Mo.,: waterworks . ¢..)ia%s6. see a ee 154-155 
United States Supremé Court: {00.0 ign a eee eae 149-150 
Wisconsin Railroad Commission. ......5..0.2:.000+e000+%s 151-154 
Paxson, Judge: 
franchise value in purchase cases... 5.2... 0 a4 oe hs Har © voles ae 572-573 
Peckham, Justice: 
appreciation in land value... si. Jock eee A i eee 108 
cost-new v. cost-less-depreciation............0...0 ce ee eeee 362-363 


cost: of reproduction standard’). 240.4. 7%\ 7s eee eee 70 


INDEX 781 


Peckham, Justice—Continued PAGE 
Talrevalie st nelides am GRECIAIION 25. ).y.is dice ae Reales le 3l 
Palmer Tule 1OhiPAle MI GDOSER ss Wilk. ons spam OTB R iw As eek Ses 29 
franchise Value fate} cases. ..\s 3. hi Bike a be on 606-610 
functional depreciation....... Thar Ph cela We iss abet Bb aan 391-392 
Coll g-CONCENM IN. Tate CASES 28) Geis cb eU EA at BBA a eee 8 473-474 
DOIN CGICETIN YALE UEOOE Yj secpi oe ves sai iie Ge osed in be wR RL aldig) RIN 556-557 
eer MCG Ait ee Ben ye ho ae Pale cic idle Fee Woacas due a ghye 8 661, 667-669 
valuation of property constructed out of surplus............... Lei 
Pence, William D.: 
innceappraisalcsales«merhod ae. ws SG ON A a a 144-145 
TLE TEDS COSRE Se eg A ce EL OE A ee LS A 202 
Pennsylvania Supreme Court: 
actual cost the standard of value for rate purposes............. 93-94 
franchise value in purchase cases, water plant.............. 589-590 
franchise value, toll bridge condemnation case.............. 572-573 
going concern, water plant purchase...................... 460-462 
property constructed out of surplus....................... 180-181 
Pe OL TOLUIT EL STOUTOACLCASE o).0 2c hese ce scees os 4 a ole Nal atyspbeechee 662-663 
Philadelphia: 
eracerecnaratione COntMDULIONS)...0 5 is). ni Sos «ee HOS IT SS 167° 
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see ADAPTATION 
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see DEPRECIATION 
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see UNIT PRICES 


Present value: 
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see CONTRACTOR’S PROFIT 
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Oklahoma Corporation Commission, telephone case......... 674-675 
ordinary method of financing in relation to fair rate......... 700-702 
Pash, SUDELSESSION Gala gases ss susie ley Ie Se Gaia ah, Ea ar edb agar aes 393 
Pennsylvania Supreme Court, railroad case................ 662-663 
profits in excess of a fair return. ..........+-5..%. 176-177, 181-182 
property constructed out of surplus.................+++05- 176-180 


50 


786 INDEX 


Rate of return—Continued PAGE 
rate necessary to induce original investment.............-. 662-663 
reasonable rates dependent on circumstances. :.:.............. 658 
reduced rate of return on land: ::::3s:i5:c2arecsdet agsts 114-119 
relation to fair value for rate and purchase purposes......... 649-650 
responsibility of regulatory commissions.................. 694-696 
San Francisco water rate case... .655-656, 657-658, 665, 682-683, 694 
San Joaquin iWTrigation ease oo). 2 ss ku cones ie daly bie pee 29 
Saratoga Springs gas and electric rate case................. 661-662 
sliding scale method of regulating rates.................... 710-712 
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supersession hazard... oe ae cn 2 ere anata os eee 384, 403 
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United States Supreme Court, review of attitude of......... 687-689 
Washington Supreme Court, electric railway rate case....... 684-685 
Wisconsin Railroad Commission, gas and electricity plant case 696-700 


Wisconsin Railroad Commission, railroad case................ 708 
see also REASONABLE RATES 


Real estate: 
land appraisal, sales method oi 2 o's ee ei 144 
see also APPRECIATION IN LAND VALUE; LAND 
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allowance Tor TISKR! 55/54 Ss. saan Lome eae ee eee oe 704-705 
allowance for risks, appraisal for condemnation................ 714 
bond disco iiits O6 br ea ee ee ee 285 
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fair value as basis, appraisal for condemnation............. 714, 718 
fluctuation of Standard 0 yc. fst oe eee eee ee 203 
franchise Valoes oA oe eS NS GA eee eee 614, 615 
franchise value in purchase cases................. 584, 589-590, 591 
going concern based on value of estimated income under... .. 510-513 
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market Value Tot DAseu Onl 977 oo Ee ae Ge a ade 54-55 
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rate, of Tebirn 45.2 Gh ae Oe Pict ie a ee cee eae eee 658 
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uniform, depreciation deduction necessary to secure......... 359-360 


see also RATE OF RETURN 
Reasonable value: 

see FAIR VALUE 
Regulatory commissions: 

see Moopy, JUSTICE 
Remaining service value: 
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AEAMItION . «5, sized soviet shad = gree lipteomees Bead eine ee nee ean 413 
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see REPRODUCTION COST 

Reproduction cost: 
adaptation and solidification................004: 310, 317-318, 328 
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basis for fair value 2c re ee eee ee eee ee 207-208 
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depreciation deduction, relation to annual allowance........ 371-372 
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valuation for publics purchase wai 4uscne ah eee eee een 357-358 
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see also REPRODUCTION-COST-LESS-DEPRECIATION 
Reserve fund: 
see ACCOUNTS, UNIFORM; DEPRECIATION, ANNUAL ALLOWANCE; 
SURPLUS 
Return, rate of: 
see RATE OF RETURN 
Rhode Island Supreme Court: 


franchise value in purchase cases, water planty Use ak .... 680-582 
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Riggs, Henry Earle: 
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land appraisal methods). 4...) 02 ne ee eee 145 
market value theory. «20. 4.50. fase Ue eee ae 50-51 
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Savage, Judge: 
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rule for appraisers, Maine condemnation cases............. 713-720 
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Savannah, Ga.: 
street railway fare case, franchise value....................:- 623 
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Cefinition ..G/e "4 en Cn 2 a aia shame eae Re 332, 349 

Seaman, Judge: 
functional depreciation... 5.00) 2 tick cae eee eens Gala 394-395 

Seasoning: 
going concern in, Tate ‘cases’ tht) ine ieee ee se eer ee 467 
Texas ‘railroad’ rate case 25 5 Oe, eee a Se 59 


see also ADAPTATION; SOLIDIFICATION 
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telephone rate’ case (5. 20 ere ec cne eee eee tatty By NE GAs 235-237 
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Service value: 
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see also ORIGINAL SERVICE VALUE; REMAINING SERVICE VALUE 
Simonton, Circuit Judge: 
valueias a producing: factor. \....... {accuedea geen eee 62-63 


Sinking fund method: 
annual depreciation allowance. . .410, 411, 414, 415, 417-419, 428-429 


depreciation: he ater eal ye eee 334-338, 342, 346-348, 352 
New Jersey Public. Utility Commission.................... 369-371 
unequalized expenditures, depreciation allowance for.......... 361 
Sliding scale: 
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Sloan, Judge Robert R.: 
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Smith, Judge: : 
Fate: Of PebutDsd iis oy fe is Oe a ee eee 661-662 
Solidification: i.) cc.0scy5 Wola os ee Chap. XVI, 310-328 
Alabama railroad rate, cases. ste) teat wierne ene 325-326 
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see also ADAPTATION; SEASONING 
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railroad appraisal, overhead charges...... RARE OOM et CN & 241, 261 
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AG APA lOMPald SOUMCIMOALION fork) cic c.css sce soos wee sldneese 314-315 
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SU SAD CQ TL te DAO gM le CN oa a! an, 9+ g: soho emaeg thane a@ oat arwledapers 165 
RI CEC TPR NMOUT AD Nee eee sce or Yo dng abd ym «Wish draanenet a/R armen 733 
WORIMIGURC ODI UIE Mice rtm fete nies d tiga icky! eipcaimlencnuog gal dad es 301-302 


see also PROPERTY DONATED 
Terminal land: 


allowance of reduced return on.............-. 2s eee eee eee 115-119 

availability for railroad purposes enhances value............ 136-137 

Minnesota appraisal and rate case...:..............+..6-- 135-137 

PEPLOCUCHIONCOSES Shins Bein ors ose tes TAT AION RG GLEE ARR Uo 134-143 

KUL TENE ACTIN (tig BON) A I ie ein as ee 134-143 

Waluesinu ovate Ole WASMINGLONS ..: Feo. ees leas ede beas 112-113 

value of adjacent land increased... ..........60ce eee eee’ 138-141 
Texas railroad appraisal: 

SAS DUATIOM ANIC: SGUIGINCATIOIN 25 20 ae Cuneta «crease atte jeiecd 312-313 

PCRCISEGI EG PEPE e fe a) aR eras AS «acti ag ease ti cite 276 

OVOENeAC CATION GH ose ce oid = kw iernsa cha a ae glets ee Mee PLAT cae meg oan 241 

FEPTOUICTION COSt) TIRHT Of WAY. 256.5.5 Fs 3) eles Haid gem oid laesi.n ove 128-129 
Texas railroad rate cases: | 

adaptation and solidification.................. Gant ae 317-318 

POL COL CELI ee are 5 RO Loinie ey Lt otiee. to ore snes) ets oR aha « 466-467 

Be RMU ANIC er) cd ug a aw Meee omer eTa A Gis ve Dante lad ehh ka eh ane 59-62 
Thayer, Judge: 

Pater ate OE Tate DUPPOSES isi We dE Ls hod orateceere oe ac ont 23-24 
Thompson, District Judge: 

Mole CONUCTIY TEN TALE. CASES 6). 5 6. x Sprsiejenor34> eisige le ld araae: oh eer he 477 

BEC OIC TOUUETY semen ers rss UID BC ha aha clone ave Shay tetal-aied 672-673 
Thompson, R. A.: 

reproduction cost, right of way............ Coilage.d 128-129, 132-133 

SOMUIENOATION OF TOAGOEE dso GR al eh Sie area eid a ade a Plea we ls 312-313 
Thorington, William S.: : 

franchise value in rate cases........... Lae at Ras Re kd 625 

ROMCMC LOE ONS TOUCICEE re) tks cots conte s a sot eek» Seah ae 325-326 
Timlin, Justice: 

responsibility of regulatory commissions.................-. 694-695 
Title to property: 

inclusion in valuation not dependents ra) 1 eS THE RUNE o Rely ees 171-172 
Toll bridges: 

see BRIDGES 
Track: 

GV Ore ad ee MAT OCS ny aie cic fo. le arpa bal toberhiper ioe toe tea side Neen eb 219 

present worth method of measuring depreciation........-... 339-340 
Tramway and Railway World: 

physicals depreciatioa so 3) 4.16 5. i 6 gander Da aeslale aes te Sas oe eles 341 
Trenton, Mo.: ; 

waterworks, pavement Over MaiNS........... 0. eee eee ees 154-155 


Trial operation: 
see ADAPTATION; EXPERIMENTAL OPERATION 
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Trieber, District Judge: PAGE 
market value standard for tax purposes.................,...-63-65 
Fate, of TEtUTT yk CA Pe a ics Ue een tT eee 680-681 


Trolley roads: 
see ELECTRIC RAILWAYS 


Tunnels: 
bond discount, New York subway contract...:..........3.... 275 
overhead’ charges .)i)2) Sh.) GRP NAR AE ae Ee Oe ee 240 

U 

Uebelacker: 
physical -depreciation:, 4.4. it Oe tein eee On ee 347-348 

Unearned > increment oC 8 a rae et ae vette 09, 89, 108, 140-141 
see also APPRECIATION IN LAND VALUE 

Wath prices oc Se CC ARE a Chap. XI, 202-208 
allowance for contractor's profits si) a ae a a ee 246-247, 248 
average price for period equal to construction period........ 206-207 
fluctuations in price of cast iron water pipe.................... 203 
Wiehigan railroad’ appraisaliini: Yo, hee ae eee 204-205 
Minnesota, railroad ‘appraisal 2). 05 sien ne a ea 205 
neither highest nor lowest prices should govern............. 205-206 
New York Public Service Commission, Ist District......... 205-206 
overhead: charges inchided: 3:4 a...) 0 wales ae es 211 
piecemeal  COmstructign 4) aos dant ee ek Sea ae em ee 309 
solidifications! 2 eit 600 2 'y eee ye ee ne ee 312 

United States corporation tax: . 
unnual depreciation allowance, ..2 1002s eia ee oe 409 
appreciation’ treated as income...) ass). au) sees eee 123-124 

Untised property ok.gae a bases funk os ee ee Chap. X, 190-201 
Des Moines vad ratewdse.))).0.).) vo ae ee ee 194-195 
discarded . property gccsss\ es cute ens eee ke 190-192, 194-195 
excessive: investment in plant. 0.0... 040.0. ee eee 198-201 
inclusion of river intake and filter galleries................. 192-194 
land acquired in advance of present need.................. 195-198 
New Jersey; Chancery, Court... 0420 in sah a ee 200-201 
New York Public Service Commission, Ist District .......... 195-197 
San. Francisco water rate case)... 0). 22. 1 eee eee 197-198 
Wisconsin Railroad Commission..............0..d.0<. 190, 191-194 

Utility value: 
COBMTEION oo ea kc, Cussgre Xora oe We Dea telecon 332 
physical depreciation for rate purposes based on............... 342 

V 
Valuation: 


see BETTERMENTS FROM EARNINGS; Contract; LAND; PURPOSE 

OF VALUATION; STANDARDS OF VALUATION; TAXATION 
Value: 

compared, with cost eds) lo He BAS OR ie : 

in’ rate .cases, ‘definition $0. 0.) 6.4 a 567 

see also AccountTING; AcTuUAL cost; Book VALUE; Farr VALUE 
FOR RATE PURPOSES; FRANCHISE VALUE; MARKET VALUE; ORIG- 
INAL SERVICE VALUE}; PRESENT VALUE; PURPOSE OF VALUA- 
TION; REMAINING SERVICE VALUE; REPRODUCTION COST; STAND- 
ARDS OF VALUATION; WEARING VALUE 


Value of service: PAGE 
MCCA ANO RES Ia Val ee Renin HCO ER sc Noe 1ohar ve 2F- geek AIG ah Ch gel gow bead ¢ 56 
Ee AC ee ie EE Oh Ne eh eeu Seic ona gu ee diepavas ofemie oe ale apts 56 
ROMER ATE CoB UOl tra LOri mess alee fen esy fora aig'« Gia. ds! vpdew bie pois iG 36 
RCN Sere tr eM een ks eu va vo pte ack nba be ace 36, 56, 57-58 

Van Fleet, Judge: 
actual cost the standard of value for rate purposes............ 90-92 
market value standard impracticable..................0..05. 58-59 
property donated, water rate case. ... 0... ccc ete ees 163 
UE TOTO SHE WN FLU Ce & Dba Ft eel Ee a 651 

W 


Waite, Chief Justice: 
POMC Over Tate TECUAOM ei ccisto sce sleds Seed che wa se ace oe 2-3 


Washington Public Service Commission: 
see WASHINGTON RAILROAD COMMISSION 


Washington Railroad Commission: 


actual cost determination: Of 60°75. 094 Ms PL ee a ek 86 
Pema iscolMe se Malt hae Ova dw De fia e veces oe eis 276, 277-278 
fair Valle for rate purposes. 6. 6..05 6 SVU a eS. 39 
PCT IO MA GONICCIALION Sele eo aie kd Fay die slew cee cee. = 389-390 
UAE KCURy UCM Oye Pre toe rk he le A OEE ale eral ote dic oe: 45-50, 55 
misplaced or partially obsolete plant....)........0. 0.0.0. e eee 55 
name changed and jurisdiction extended.................... 48-50 
OVEFNEAG CHAILES (lh. rom esi a loge os vote ee 233-235, 241, 261, 353-354 
FEPLOCUCLION €Osn, CLM OL WAY | cs Set SNe 128, 161-162 
Femrocucnouncos terminal dang. coo Valse eal We ade oe LE 140 
PCR MAE eRe oe te re Pak tenctsce dy Solk Mike ea Be 311-312, 326 
Washington Supreme Court: 
AOMUAL MOVreclatiOlN AMOWANCE. cs xc. ae celia oe ace he ea esd 407-409 
rate of return, electric railway rate case................505- 684-685 
DN emit ot Ons Valiation StAlUle <7 0 8 515 a Bless a ia adie Sd Data shee «Ges 48-50 
Waterworks: 
SONU CORT gee ont ie tot totene: 2 gpa PUN a cd 89-94, 95-96 
annual depreciation allowance.......... 408, 415-417, 419-421, 
428, 430, 437-438, 439 
appraisal of franchise value... 2. Je. foal. eee 635-636, 637-639 
SUirociad eOrel an Cava bape es Oo eee NG on alo 2) ee eiecngnes avanti 103 
Doce CIsCOUN be oe trate meh tn Sats alin winded ON 269-270, 278-284 
cost-new v. cost-less-depreciation................. 367-368, 372-375 
GEDVECI ON DEORE AD hy ae edo oars jo. hie: a Yo + oleiedena entealets seats 745 
POE IC LCIOR ARG is Mice. % le tuhtn nt doayw'y lw ig 4 8 A amie ye 73-75, 76 
fair WaAliC OMiEatesmurnuees. Oeil ile Us ely es sho wiemeieten week 35-37 
franchise value in purchase cases. .573-575, 579-582, 583-588, 589-590 
franchise value in rate cases..............-80+++: 592-593, 6138-618 
Pingo ene precls MOD ees chs ie sy eae Fie eis ia em es 395-397 
going concern as created income...... 504-507, 511-512, 513, 515-516 
going concern in public purchase. .440—446, 448-451, 452-454, 456-463 
going concern in rate cases....... 468, 474-475, 477, 480-485, 489-491 
going concern value; theory... 6000.06.00 eee es 557, 563-565 
going concern, Wisconsin Railroad Commission rule... .523-524, 
533, 585-541, 544, 545, 546-547, 548-551 
identical reproduction of existing plant....................00. te 


Maine condemnation cases, rules for appraisers............. 713-720 
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Waterworks—Continued PAGE 
market: value standard impracticable ....................005 58-59 
Memphis: appraisal. 0). Ane sea ee ar eae 226-227 
misplaced or partially obsolete plant.......-............. 06, 57-58 
monopoly: values seis OS Gas die hs bs eee eee kee 54 
overhead charges: 

Des: Moines Rate Gase:.4.+.aitiac: Fhe Pee ae aie ee 221-222 
Falmouth; Mass., water plant.2:cch\ wees. san are 251-252 
Knoxville cage sc .o 6 yo ec ae teh: Ble ete eae is a oer 262-263 
Maine’ Supreme Court:.0.(c) Sin ost ana tee 253 
Massachusetts Joint Commission. ....... 0.00.00. e cee eee es 240 
Neéew:Jersey Chancery Courti25% 71). anew Oe seme 253 
Wisconsin Railroad Commission................-: 238-239, 246 
pavement, Over Manse i364 6 sts Beane 153-156 
physical “depreciation fc. 5s. ee eee ee 335-337, 351-353 
piecemeal ‘construction... A172 ae ieee ee 304-305, 306 
property constructed out of earnings....................0. 180-182 
public purchase, development of :.2:2.2)).25 eee Ger eee 2 
reasonable value ‘ati time used: 2 ois Aer ek eee ae eae 26-29 
BORV ICES fo Se ee sess co ipa cs er ea 163, 165-166 
solidification of earthwork (..,22..0\t.2..... cus geen eek. eee 320-322 
UNITE PriCes ee IT oie PER LA et eC ce are a 203-204, 206 
UMUSEC! PFOPEIEY Ue ae le ea 192-194, 197-199, 200-201 
Valuation, bibliography <..)'.b. iechw #cee4 ela gue ae ne eee eee 733-735 
Wisconsin” Railroad ‘Commission <i seni Gan ei ees ae 138 
WOTKIne “CRDITA e150. 5, cated Se eean eee ieee ai 289-293, 300-301 
see also FAVORABLE LOCATION; PROPERTY DONATED 
Wear: 


see NORMAL WEAR 
Wearing value: 


OTITTOLON Te sine borer ens caste ies WN ere LA ts Arye nnd irs 332 
Weaver, Judge: : 

ZONK CONCeIMN IN TALC, CASES2 ... b...c csc eie Beebe cee ee 465 

TALC OL TOtUIN 6. coc cs ooh aoe pert ek cee eet ee en oe eee 654-655 
West Virginia Supreme Court: 

actual cost the standard of value for rate purposes............ 94-95 
Westinghouse, Church, Kerr and Company: | 

overhead ‘charges. ch, Tee Raa Ge ee ee: 224 
Wilcox, Delos F.: 

treatment of extraordinary supersession...............0...008- 392 
Williams, Benezette: 

going concern as created income.............. 502-504, 505-506, 512 

going concern, Wisconsin Railroad Commission rule......... 550-551 
Williams, Judge: 

actual cost the standard of value for rate purposes............. 93 

property ‘constnicted. outiof earnings... 2.0.8 1.0 ee eee 181 
Willoughby, J. E.: 

equally efficient plant........ “Capa Me oa Teal AMM ele a Ser Re i ea na 76 

overhead: charges. .i24,0:5,.05.i85 soko wahe lees ae ee ee ,.240-241 
Wisconsin railroad appraisal: 

adaptation and ‘solidification ooo scien en eae 312 


bond" discounts. 2: 2 o)5: eee re ee eee 276 
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Wisconsin railroad appraisal—Continued PAGE 
ORETMCAGT CAT OCS cea, or scrnae a roy 0 'ssktyihisoi Sey wlan 237-238, 241, 260 
Feproduction cost, Ol terminal land's. 5 Fis cueseds reek cw o/ie0 pees 134-135 

Wisconsin Railroad Commission: 
annual depreciation allowance............. Nas SS se 409-413 
EN PICLOMWaAlCki TALC CABG Aan tir. 8 hCe Panes Takk o  ausEM clap ed SMe 95-96 
AD Peeia tol ai ram BVANIC 075 015 os ciao Sake PAS cis. avelate ay ated 108-109 
QUELLE GC DIICG Oe DTORCML PRICE e220 dass cl aa es 6's ahold auld suaiyieue Gale « 208 
cost-new v. cost-less-depreciation............ 0.000000 cee 366-368 
depreciation, of overhead charges. . ©. )..0 0.6. cere Ce eee 304 
CetermainalloneOlsAClUAl COSUG Me irnad se. ff dd ale de eS Rees 85-86 
CHSC OUMERO MM CUOS Me crath rnc eee Ole ccc ae aca «my cela he i 269, 278-284 
elements of physical valuation os. co. os oh hal. dee en De ee 35 

mOxXcessivedn VesuMentIM Plant 6) eck sa. ds ce as aos aus Oe wave 199 
PAE MOLI TALE DUBDOSES sai oo wc hese ee oly Ao hen was WE SSE aN 39 
franchise value in purchase cases, electricity plant. .........; 588-589 
Tranchise-valiienm Tate Cases OSes. oak oslo sk iis as ween 613-615 
Pinecone CdemreclatiOlerey Ls. 5. kad tanta thle. yadee kedea® 399-400 
WOIng) Conceriias Created IMCOME Pease es 6 ei ec ee 513 
going concern value theory...........0c0.0...056- 557-558, 5638-565 
PaHGLe cid WTAISA LV INCL NOUSS, echt si. ccccn ee eed ies Dias Cae 144-146 
Cer nead CHAreesiy fo. 5c. vig a de 5 4 211-212, 238-239, 246, 256-257 
RAE DET ONV CR MUEAID Sy eee oe oe oe Un A Be ON as ery 151-154 
Peerereel Me pTeeiatlO Men ici cis ice aeleeiae disc kiln bce « 335-337 
PESTER COLE LUC EIOI aio) 8 o cetieis A Elahe ols: keds Sate «akeue © 6 304-306 
MOE CUEING Lh Aoi d aba ac Seka aNd Sav 8, LR ite 696-700, 708 
reproduction cost, right of 15) Cc 128 
services provided at consumer’s expense..............----. 165-166 
(EEL) CES Kero Si Tate th Si, 2 Rte ae goer roe a 202-204 
TEATS ECMO LOPICL UN. cpus Sh, ON ate atta vc Sessa cons abe. ono slemiie’ 190, 191-194 
Walle sor Tatcanadspuplic purchase? 0.6... so Be ae 15 
MOEeseR CALLA a nec den ey el, Se ioe. os Zoe dla oh gs Ss 290-294 


see also GOING CONCERN; WISCONSIN RAILROAD COMMISSION RULE 
Wisconsin Tax Commission: 


Pe PROC MeLIOUN COR teri ne OL. WAY.) one's clean aes olson’ on 126-127, 128 
Witt, Carl C.: 
adaptation and solidification of roadbed................-.. 314-315 
PrEOII@ICONCELM IT ALe CASEN Soa Sic ue a ieee ore wlcrate are he Sed vii oy 478-479 
OVET CACC ALC CS ees frie ee eel ee lle ee Mies ae eee a Owe 232-233 
REMEOUUICHION COSb TIEN LOL, Waive iis ccars tag a4 e's ou sig oe wpeietatal® sete 131 
Wood, Commissioner: 
Wpliie Lbs PANe ANG sr ate PUL POSES ie o0-f vac aie soe 6 ase Ratha seule Bagel 7-8 
Woolson, District Judge: 
Patio CH ICLeM UP lao went ee aE e NS oc. Dale aia ei. eal seek 73 
WiGIEING Capitale: san ee wacker gti er eke ne Chap. XIV, 287-303 
CAPTCANZAULOW i oe eae easels 62 lense fe et ee ene 288-289 
Giioaso gas Plant pOraisals tc sh. uk eve eee Se eel ne ooo aoe ‘298-299 
LGU eee fay ar tds ek te a hee dee ie ea oh ag, wea ERS 295 
estimated for tax purposes in Great Britain................ 289-290 
POweareais OHO WALen TALC CASE 46. sa.0 ss ev hbo dete delay) Be 300-301 
Lincoln gas rate case.......:... eee SWAMP tp eho the, Oty reat 301 
Loutsyvilletelephome Tate. Case io 6. acc age tells ie pete nce, buenos vecedepeinns 301-302 
News.) ork Consolidated (Gas, Case ec chs sin inn ts © 294-296 


New York Public Service Commission, Ist District.......... 296-298 
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Working capital—Continued PAGE 
New York special franchise tax case.............0.000 000 302-303 
no fixed: rulefor computing..4.6 6) ee ee ee 298 
Puget: Sound Hlectrie*- Railway 2. ; type ee ee 46-48 
sinall influence on ‘total valuecc oii. ee ee ee ee eee 288 
Wisconsin Railroad, Commission, «0... 012 0).lee. vs eee lees 290-294 
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